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PREFACE 

The  present  work  represents  a  revision  of  Credii  and  Its 
Uses,  first  published  in  1906  and  reprinted  from  time  to  time. 
It  seeks  to  retain  the  point  of  view  of  the  original  work — "to 
give  both  the  academic  and  practical  sides  their  full  measure 
of  attention,  and  to  accord  to  each  its  due  prominence."  At 
the  same  time  it  represents  a  complete  rewriting,  so  as  to  in- 
corporate those  far-reaching  developments  in  the  credit  field 
which,  while  they  do  not  alter  the  basic  principles  of  credit, 
have  done  so  much  to  enrich  and  enlarge  our  understanding 
of  credit  principles  and  their  varied  applications. 

In  carrying  out  this  purpose  the  present  work  has  sought 
to  incorporate  sufficient  factual  information  to  afford  adequate 
background  for  an  understanding  of  the  problems  discussed.  It 
has  sought  to  consider  important  questions  of  a  broader  na- 
ture, such  as  the  credit  man  discusses  through  his  associa- 
tions, as  well  as  technical  phases  of  more  direct  applicability 
at  the  credit  desk.  It  has  sought  to  show  how  to  use  credit 
information,  as  well  as  how  and  where  to  get  it.  And,  through- 
out, it  has  kept  in  mind  both  bank  and  mercantile  credits,  with 
the  thought  that  the  credit  man  in  either  field  cannot  function 
with  effectiveness  unless  he  keeps  in  mind  the  point  of  view  of 
the  credit  man  in  the  other  field.  In  short,  the  effort  has  been 
to  present  the  best  current  credit  practice  and  the  principles 
involved  therein. 

In  its  new  form  the  work,  it  is  hoped,  may  enjoy  continued 
usefulness  to  the  student  of  credits,  whether  pursuing  a  formal 
course  in  some  institution  of  learning  or  supplementing  the 
practical  experience  gained  in  the  credit  department  of  a  bank 
or  business  concern. 

The  work  is  offered  as  an  additional  contribution  to  the  con- 
stantly expanding  literature  of  credits  which  has  been  so 
splendidly  fortified  by  a  long  list  of  able  writers.     Of  their 
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material  extensive  use  has  been  made.  Many  of  the  data, 
however,  have  been  obtained  at  first  hand.  The  National 
Association  of  Credit  Men,  the  New  York  Credit  Men's  Asso- 
ciation, the  National  Retail  Credit  Association,  the  various 
mercantile  agencies  and  trade  associations,  and  many  business 
houses  and  banks  have  been  uniformly  courteous  and  helpful, 
both  in  furnishing  information  and,  in  some  cases,  in  reviewing 
manuscript.  Without  their  kind  cooperation  the  work  would 
fall  far  short  of  its  present  form. 

W.  A.  P. 

W.  H.  S. 
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CREDIT 

AND   ITS   USES 

CHAPTER  I 

THE  NATURE  OF  CREDIT 

The  number  of  those  who  are  affected  either  directly  or 
indirectly  by  the  dispensation  of  credit  represents  a  very  large 
proportion  of  the  inhabitants  of  the  civilized  world.  In  view 
of  the  constantly  expanding  area  and  influence  of  commerce 
and  commercial  customs  which  subsist  mainly  upon  the  opera- 
tions of  the  great  organism  of  credit,  it  could  almost  be  claimed 
that  in  these  days,  at  least,  all  sections  of  the  world,  ci-dlized 
and  uncivilized,  are  susceptible  to  the  subtle  and  lasting  con- 
trol which  credit  diffuses.  Over  the  centuries,  from  its  early 
manifestation  in  Asia  Minor  during  antiquity  and  its  rela- 
tively high  development  in  Rome,  it  has  come  again,  after  a 
lapse  of  centuries,  to  the  forefront,  and  ia  far  greater  degree 
Hian  ever  before. 

The  definitions  of  credit  are  legion.  But  in  general  they 
supplement,  rather  than  conflict  with  one  another.  The 
writers  variously  emphasize  futurity,  confidence  or  ability. 
Some  present  the  lender's  point  of  view,  others  that  of  the 
borrower.  Adopting  a  different  approach,  still  other  writers 
center  attention  upon  the  immediate  situation  in  which  credit 
is  present,  which  they  then  describe  in  legal  or  in  economic 
terms.^  But,  fundamental  to  all,  it  is  necessary  to  relate 
credit  to  the  economic  and  legal  system  as  a  whole,  and  to 

1  Collections  of  definitions  of  credit  are  given  in  G.  G.  Munn,  Bank 
Credit  (New  York,  1925),  Chap.  I;  J.  L.  LaugMin,  Principles  of  Money 
{New  York,  1903),  Chap.  IV;  and  H.  P.  Willis  and  G.  W.  Edwards, 
Banking  and  Business  (revised  and  enlarged  edition,  New  York  and 
London,  1925),  p.  511  (adapted  from  Laughlin).  For  those  who  read 
German,  the  discussion  in  C.  Knies,  Der  Credit  (Berlin,  1876),  Erste 
Halfte,  Chaps.  I  and  II,  is  also  useful. 
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understand  it  in  terms  of  the  services  which  it  to-day  renders. 
Only  then  can  the  nature  of  credit  be  realized. 

The  Essence  of  Credit 

Simply  stated,  credit  is  the  natural  sequence  of  man's  de- 
sires to  avail  himself  of  the  use  of  certain  species  of  property; 
and  for  the  repayment  of  this  property  in  its  original  or 
equivalent  form,  he  utilizes  certain  elements  of  both  tangible 
and  intangible  character  to  induce  the  owner  to  part  with 
his  property  to  him.  The  tangible  element  is  represented  by 
the  property  of  him  who  is  seeking  credit  and  which  he  pledges 
either  by  actual  transfer  or  lien,  or  by  the  good  faith  that  is 
reposed  in  him,  that  he  will  preserve  that  property  either  in 
its  original  or  equivalent  form  so  that  it  will  serve  as  a  prac- 
tical basis  of  his  ability  to  redeem  the  obligation  incurred. 
Where  the  question  of  good  faith  enters,  there  the  intangible 
takes  place  as  one  of  the  elementary  principles  of  credit ;  also 
this  question  of  good  faith  may  be  the  only  basis  upon  which 
credit  is  sought  or  extended,  and  at  times  is,  to  a  great  extent, 
the  only  basis  recognized  in  mercantile  credit.  Good  faith 
covers  character  and  its  elements,  respectability,  honesty,  up- 
rightness, the  manner  in  which  a  man's  abilities  will  be  exer- 
cised, whether  industriously  or  sluggishly.  We  shall  later  see 
that  credit  is,  to  a  very  large  extent,  dependent  upon  these 
intangible  elements. 

If  an  economy  existed  to-day  in  which  each  individual  owned 
all  the  goods  he  himself  used,  and,  in  consequence,  a  barter 
economy  prevailed,  wherein  each  individual  exchanged  goods 
and  services  he  possessed  directly  and  immediately  for  other 
goods  and  services  he  needed,  credit  would  not  exist.  But  we 
depart  widely  to-day  from  any  such  simple  conditions.  Take 
first  the  method  of  exchange.  We  to-day  exchange  goods  of 
known  value  for  an  intermediary  that  we  believe  to  be  the 
means  of  controlling  or  acquiring  articles  or  services  of  equal 
value.  Instead  of  the  equivalent  furnished  directly  by  other 
commodities  or  services  under  a  system  of  barter,  we  take  in 
exchange  real  (commodity)  money  or  else  mere  substitutes 
for  money.    Where  the  government  issues  these  substitutes, 
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and  they  are  not  fully  backed  by  gold  we  must  have  confidence 
in  its  morality,  stability  and  solvency;  where  we  accept  a 
debtor's  check,  acceptance,  note  or  open  account,  we  must 
satisfy  ourselves  as  to  his  willingness  and  ability  to  liquidate 
his  obligation  in  return  for  the  value  surrendered.  In  either 
case,  credit  is  extended;  as  Levasseur  says,  there  takes  place 
"the  exchange  of  an  actual  reality  against  a  future  probabil- 
ity." A  transfer  of  property  has  taken  place  without  the 
immediate  return  of  an  equivalent. 

"What  has  really  happened  in  both  cases  is  that  the  relations 
existing  between  the  seller  and  the  buyer — or  the  government, 
bank  or  other  individual  the  buyer  designates — are  readjusted 
as  a  result  of  the  credit  operation.  The  effect  is  the  same  as  if 
the  one  had  lent  the  other  the  sum  directly.  Credit  has  been 
a  means  of  readjusting  these  relations.  This  fact  should 
not  obscure  the  further  fact  that  we  frequently  "close"  one 
credit  transaction  with  another  credit  instrument,  and  thereby 
substitute  credit  of  wider  acceptability  (such  as  that  of  a 
bank)  for  that  of  narrower  acceptability  (such  as  that  of  the 
individual) . 

Credit,  therefore,  arises  from  the  divorce,  under  our  present 
economic  system,  of  the  ownership  of  wealth  and  its  use.  In 
a  communistic  society,  credit  could  not  exist.  A  credit  trans- 
action is  one,  as  Seligman  points  out,^  which  results  in  the 
temporary  transfer  of  the  usance  of  wealth.  As  such,  credit  is 
fundamentally  a  legal  rather  than  an  economic  concept. 
"While  the  legal  transfer  of  ownership  is  made  at  once,  when 
the  article  is  sold  or  the  funds  lent,  the  economic  alienation 
is  not  complete  until  final  payment  is  made.  Hence  credit 
involves  a  right  to  utilize  *  something,  the  ultimate  economic 
title  to  which  belongs  to  another. 

The  Twofold  Service  of  Credit 

Credit  renders  two  services  of  prime  importance  in  the 
present  economic  system.  It  serves,  first,  to  provide  a  mecha- 
nism of  exchange;  and,  second,  to  provide  a  system  for  the 

2E.  R.  A.  Seligman,  Principles  of  Economics  (11th  ed.,  rev..  New 
York  and  London,  1926),  pp.  496-497. 
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advance  of  capital.  Every  credit  transaction,  furthermore, 
presents  both  phases,  though  in  unequal  degree. 

In  the  individual  transaction,  a  time  interval  may  elapse 
between  legal  transfer  and  economic  alienation — in  other 
words,  until  the  transaction  is  finally  "closed."  This  feature 
is  of  far  less  significance  from  the  point  of  view  of  the  com- 
munity as  a  whole.  In  fact,  in  effecting  exchanges  of  goods, 
a  system  has  arisen  in  which  time,  viewed  broadly,  becomes  a 
fiction  rather  than  a  fact,  of  importance  only  between  the 
individuals  involved  in  the  particular  transaction. 

The  characteristic  method  of  exchange  to-day  is  by  means 
of  credit  instruments,  usually  calling  for  payment  of  a  defi- 
nite sum  of  money  (which  alone  has  complete  authority  to 
discharge  the  debt)  at  a  specified  time.  Actually,  money  is 
not  paid  at  all;  instead,  reciprocity  of  debts  exists,  and 
another  credit  is  either  substituted  for  the  expiring  one,  or 
else  is  offset  against  the  maturing  one  and  both  cancelled. 
Only  in  the  exceptional  case  is  money  actually  paid.  The 
commercial  banks  in  whom  the  credit  transactions  center, 
insure  or  guarantee  the  existence  of  values.  They  hold  re- 
serves of  money  solely  for  the  purpose  of  demonstrating  their 
ability  to  convert  the  credit  into  money  when  the  individual 
holder  chooses  to  test  their  ability  to  do  so,  and  money  is 
concentrated  in  the  hands  of  banks  rather  than  circulated 
among  the  public.  Credit  instruments  are  accepted  as  readily 
as  is  actual  money.  We  have  to-day  a  credit  economy,  rather 
than  a  money  economy.  This  feature  has  been  emphasized 
by  writers  such  as  Willis '  and  Hawtrey,*  who  thus  regard 
money  to-day  as  a  substitute  for  credit,  rather  than  credit 
as  a  substitute  for  money.  Credit  itself,  in  their  eyes,  is  the 
characteristic  system  developed  whereby  to  effect  exchanges. 
Credit  instruments  are  continually  being  drawn,  offset  against 
one  another,  and  then  cancelled  when  their  work  is  done. 

The  usual  conception  of  credit,  however,  is  as  a  means 
whereby  the  transfer  of  capital  is  effected.     John  Stuart 

8  Willis  and  Edwards,  op.  cit.,  Chaps.  I  and  II. 

4E.  G-.  Hawtrey,  Currency  and  Credit  (2nd  ed.,  London,  1923), 
Chap.  I. 
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Mill  long  ago  pointed  out  that,  while  to  the  individual  credit 
may  seem  like  capital  or  wealth,  to  the  community  at  large 
credit  serves  merely  to  transfer  capital  already  in  existence. 
Of  itself  it  is  not  capital  any  more  than  it  is  money,  though, 
by  stimulating  production  by  transferring  capital  to  those 
who  will  use  it  more  productively,  credit  may  in  time  add 
to  the  capital  available.  This  view  is  generally  accepted 
to-day. 

Every  extension  of  credit  involves  an  advance  of  funds 
or  purchasing  power  in  some  form  or  other.  Commercial 
banking  masses  together  in  a  continuous  stream  the  funds 
of  a  host  of  depositors,  which  serve  in  the  aggregate  to  sus- 
tain the  loans  it  has  outstanding.  It  thus  mediates  between 
depositors  and  borrowers  in  making  available  to  the  one  the 
capital  of  the  other.  At  the  same  time,  it  supplies  a  deposit 
or  check  currency,  and  to  lesser  degree  in  the  Anglo-Saxon 
countries  to-day,  a  bank  note  currency  as  well.  While  the 
commercial  banker — and  the  investment  banker,  too — lends 
a  sum  of  purchasing  power,  the  mercantile  concern  "lends" 
a  quantity  of  goods.  But  both  the  investment  banker  and 
the  business  house  thereby  supply  a  means  of  exchange,  just 
as  well  as  the  commercial  banker.  The  extension  of  credit 
by  the  business  concern  makes  possible  the  sale  of  its  goods 
to  the  customer;  abolish  the  credit,  and  the  sale  does  not 
occur.  Similarly,  if  we  did  not  employ  the  security  issue 
whereby  investors  extend  credit  to  the  corporation,  it  would 
be  unable  to  buy  the  plant,  machinery  and  equipment  that 
it  needs.  Every  credit  transaction  thus  involves  both  aspects 
— an  advance  of  capital  and  an  exchange  of  goods. 

Economic  and  Legal  Points  of  View 

Instead  of  recognizing  broad  economic  and  legal  phases, 
many  writers  call  attention  to  the  objective  facts  in  a  credit 
transaction.  They  include  writers  on  capital  and  interest  as 
well  as  writers  on  credit.  The  usual  definition  of  credit  is 
as  a  deferred  exchange — a  transaction  in  which  the  con- 
tribution of  one  of  the  parties  is  postponed  until  some  future 
time.     It  centers  attention  upon  the  apparent  futurity  in- 
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volved  in  a  credit  transaction,  rather  than  upon  the  debtor 
and  creditor  relationship  involved,  and  thus  concerns  itself 
with  the  credit  transaction  in  which  credit  manifests  itself 
rather  than  with  credit  itself.  The  limitations  of  such  a 
conception  for  the  proper  understanding  of  the  institution 
of  credit  are  evident. 

The  following  additional  definitions  embody  similar  super- 
ficial rather  than  fundamental  economic  phases : 

1.  Nothing  but  the  deferring  of  a  payment.     (Jbvons.) 

2.  Credit  is  the  exchange  of  present  for  future  goods. 

3.  Credit  is  a  short  sale  of  money. 

Various  writers  who  approach  credit  from  a  legal  point 
of  view,  in  particular  Maeleod,^  look  at  it  as  an  executed 
act  resulting  in  a  right  to  demand  and  receive  payment. 
Credit  is  contrasted  with  debt,  and  the  identical  relation, 
involving  both  a  debtor  and  a  creditor,  is  at  the  same  time 
a  credit  or  a  debt,  according  to  the  way  it  is  approached. 
This  view  is  but  partial,  for  it  regards  credit  as  nonexistent 
until  goods  have  been  transferred  or  services  rendered  and 
debt  thereby  created. 

Macleod  has  expressed  himself  as  follows: 

1.  Credit  is  the  present  right  to  a  future  pa37ment,  or  credit  is, 
therefore,  the  right  or  property  of  demanding  something  from 
some  one  else.  It  is  the  right  to  a  future  payment;  it  is  the  name 
of  a  certain  species  of  right  or  property. 

2.  A  credit  in  law,  commerce  and  economies  is  the  right  which 
one  person,  the  creditor,  has  to  compel  another  person,  the  debtor, 
to  pay  or  do  something. 

Amplifying  his  views,  he  has  further  explained: 

"Every  case  of  a  "loan"  of  money  or  a  sale  of  goods  "on  credit" 
is  an  exchange;  or  an  act  of  commerce.  In  exchange  for  the  money 
or  the  goods  a  right  of  action  is  created;  and  is  the  price  of  the 
goods.  This  right  of  action  is  a  salable  commodity;  which  may 
be  bought  and  sold  like  any  material  chattel  and  it  has  value  be- 
cause it  will  be  paid  in  money.  This  right  of  action  may  circulate 
in  commerce  exactly  like  a  piece  of  money,  until  it  is  paid  off  and 
extinguished  and  then  it  ceases  to  exist. 

B  H.  D.  Macleod,  Theory  and  Practice  of  Banking  (London  1902-1911) 
2  vols.;  The  Theory  of  Credit  (London,  1893-1897),  2  vols.' 
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Creditor  and  Debtor  Points  of  View 

Prom  the  point  of  view  of  the  creditor,  whether  lender  or 
seller,  the  essential  element  of  the  credit  seems  to  be  his 
confidence  in  the  debtor's  ability  and  willingness  to  pay  at 
the  time  agreed  upon.  In  support  of  this  position,  the  fact 
is  cited  that  the  word  "credit"  itself  is  derived  from  the 
Latin  credo,  meaning  I  'believe.  Such  faith  or  trust,  of 
course,  relates  to  the  debtor's  future  acts  and  developments 
concerning  him.  Credit  is  grounded  on  such  confidence, 
which  is  a  leading  requisite  of  credit,  despite  the  attacks  made 
on  what  is  called  a  "risk"  theory. 

In  the  following  definitions,  the  creditor's  point  of  view 
dominates : 

1.  The  time  element  enters  into  all  credit  transactions,  yet  the 
essence  of  credit  is  confidence  on  the  part  of  the  creditor  in  the 
debtor's  willingness  and  ability  to  pay  his  debt.     (Holdswoeth.) 

2.  Credit  is  a  loan,  and  has  an  essential  relation  to  its  repay- 
ment.     (TURGOT.) 

3.  Commercial  credit  may  be  defined  to  be  that  confidence  which 
subsists  among  commercial  men  in  respect  to  their  mercantile  affairs. 
This  confidence  operates  in  many  ways :  it  disposes  them  to  lend 
money  to  each  other,  to  bring  themselves  under  various  pecuniary 
engagements  by  the  acceptance  and  indorsement  of  bills  and  also 
to  sell  and  deliver  goods  in  consideration  of  an  equivalent  promised 
to  be  given  at  a  subsequent  period.     (Thornton.) 

4.  Credit  cannot  exist  without  confidence  in  the  security  of  prop- 
erty and  in  the  disposition  of  the  purchaser  of  a  commodity  to  pay 
for  it  at  the  time  appointed.  No  man  parts  with  his  property  except 
when  he  beHeves  that  an  equivalent  wiU  be  returned.  (Hbnet  C. 
Caret.) 

5.  Credit — ^the  disposition  of  one  man  to  trust  another — is  singu- 
larly varying.  Credit  is  an  opinion  generated  by  circumstances  and 
varying  with  those  circumstances.  The  state  of  credit  at  any  par- 
ticular time  is  a  matter  of  fact  only  to  be  ascertained  like  other 
matters  of  fact;  it  can  only  be  known  by  trial  and  inquiry. 
(Bagehot.) 

6.  Credit  is  the  confidence  felt  in  the  future  solvency  of  a  per- 
son, which  enables  him  to  obtain  the  property  of  others  for  use  as 
a  loan,  or  for  consumption.     (Nasse.) 

7.  Commercial  credit  is  the  name  of  that  trust  which  is  reposed 
in  men  because  of  their  character  and  resources.  In  other  words, 
it  is  an  estimate  of  ability  and  disposition  to  fulfill  business  en- 
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gagements,  which  confers  purchasing  power;   power  to  command 
the  industry  or  capital  of  others.     (GtOddakd.) 

8.  Credit  is  based  upon  the  faith  of  the  owner  of  money  or  goods 
in  the  ability  and  good  intentions  of  the  borrower  or  buyer  to  keep 
his  promise.     (Kavanaugh.) 

9.  To  extend  credit  is  to  assure  one's  self  that  the  credit  risk 
has  in  it  those  elements  that  will  make  the  payment  of  the  obliga- 
tion a  reasonable  certainty.     (Knippin.) 

To  the  borrower,  credit  implies  capacity  to  borrow,  whether 
at  the  bank  or  from  trade  creditors.  It  may  be  actually- 
employed,  or  merely  represent  a  reserve  of  purchasing  power 
for  use  as  and  if  needed.  Thus  it  means  ability  to  engender 
confidence  or  good  opinion  on  the  part  of  others  who  are 
willing  to  act  as  creditors.  It  is  not,  we  shall  see,  moral 
character  {per  se),  but  business  reputation  that  establishes 
and  maintains  good  credit.  The  following  definitions  present 
the  borrower 's  point  of  view : 

1.  Credit  is  purchasing  power.     (Mill.) 

2.  Credit  is  a  power  to  borrow.  If  the  credit  of  an  individual  is 
good,  it  is  because  there  is  general  confidence  in  his  ability  to  pay, 
and  therefore  he  can  borrow  at  a  low  rate  of  interest.  If  the  credit 
of  an  individual  is  bad,  he  is  not  able  to  borrow  except  at  a  high 
rate  of  interest,  because  his  ability  to  pay  is  doubted.  The  credit  of 
different  people  in  the  same  age  and  country  can  be  accurately 
measured  by  the  rate  of  interest  which  they  pay  for  borrowing. 
(Mes.  Fawcett.) 

3.  Credit,  in  popular  language,  is  the  personal  reputation  which 
a  person  has,  in  consequence  of  which  he  can  buy  money,  or  goods, 
or  labor,  by  giving  in  exchange  for  them  a  promise  to  pay  at  a 
future  time.     (Macleod.) 

4.  Credit  is  the  power  to  obtain  goods  or  services  by  giving  a 
promise  to  pay  money  (or  goods)  on  demand  or  at  a  specified  date 
in  the  future.    (J.  F.  Johnson.) 

Yet  in  all  these  discussions,  care  should  be  taken  not  to 
confuse  the  power  to  obtain  credit  with  the  thing  itself. 
This  error  is  particularly  noticeable  in  attempting  definitions 
from  the  debtor's  point  of  view. 

Credit  Reconsidered 

It  is  clear  from  this  discussion  that  the  institution  of  credit 
may  be  regarded  from  a  number  of  different  points  of  view. 
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None  of  these  is  other  than  partial,  so  that  the  question  is 
not  one  of  their  validity,  but  rather  of  their  importance. 
Some  Tivriters,  instead  of  endeavoring  to  select  from  among 
them,  endeavor  to  reconcile  the  diverse  elements  through  a 
comprehensive  definition.  Two  examples  of  such  definitions 
follow : 

1.  Credit  is  the  power  to  secure  the  present  transfer  of  wealth, 
measured  in  dollars  or  other  monetary  standard,  by  a  promise  to 
pay  at  a  future  time,  based  on  the  confidence  of  the  seller  in  the 
ability  and  willingness  of  the  buyer  to  meet  his  obligations.  (Wall.) 

2.  The  transfer  of  something  valuable  to  another,  whether  money, 
goods  or  services,  in  the  confidence  that  he  will  be  both  willing  and 
able,  at  a  future  day,  to  pay  its  equivalent.      (Tuokee.) 

At  the  same  time,  it  is  evident  that  only  through  an  analysis 
of  the  credit  system,  both  of  itself  and  in  relation  to  the 
entire  legal  and  economic  system,  can  the  institution  of  credit 
itself  be  understood.  Credit  is  embodied  or  manifested  in 
definite  credit  instruments,  which  are  representative  of  the 
credit.  These  instruments  are  employed  in  credit  transac- 
tions. The  credit  system  consists  of  the  mechanical  aids 
whereby  credit  transactions  are  conducted;  whereby  the  tre- 
mendous volume  of  debts  and  credits  are  brought  into  being 
and  passed  from  hand  to  hand  in  the  routine  of  business 
and  finally  liquidated. 

It  is  evident,  furthermore,  that  the  expression  "credit  is 
granted  or  extended"  is  true  only  if  attention  be  given  to 
form,  not  substance.  What  usually  happens  is  that  the 
creditor  accepts  or  rejects  the  credit  offered  by  the  would-be 
debtor.  The  bank  or  trade  creditor  merely  recognizes  rights 
to  credit  possessed  by  the  debtor,  and  does  not  "manufac- 
ture" credit.  In  proportion  as  it  holds  to  this  function, 
does  it  succeed;  just  so  far  as  it  strays  therefrom,  does  it 
inflate  credit  and  cause  ultimate  disaster. 

Development  of  the  Credit  System 

The  credit  system  has  shown  rapid  growth  during  the  last 
century.  An  important  change  has  been  the  depersonaliza- 
tion of  credit.    At  first  credit  particularly  centered  around 
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certain  individuals,  both  as  givers  and  as  receivers  of  credit. 
To-day,  however,  an  impersonal  attitude  is  increasingly 
noted.  The  banker  deals  "across  the  counter"  with  the  cor- 
poration, considering  carefully  and  objectively  all  the  data 
with  respect  to  the  latter,  instead  of  directly  and  subjectively 
with  the  business  man  who  is  his  neighbor.  In  part  this  results 
from  the  present  large  scale  of  business  enterprise,  and  the 
more  systematic  business  methods  which  are  made  necessary 
thereby. 

The  dependence  of  the  credit  system  upon  the  existing 
legal  system  has  often  been  pointed  out.  After  all,  as  Com- 
mons indicates,^  in  a  credit  economy  there  occurs  "transfer 
of  goods  and  services  for  a  mere  promise  to  pay  a  price,  whose 
reality  is  none  other  than  confidence  in  expected  behavior 
of  citizens,  judges  and  legislatures."  First  is  established 
the  enforceability  of  contracts,  without  which  no  credit  man 
would  give  second  thought  to  an  applicant  for  credit.  Sec- 
ond, and  later,  is  established  a  supplementary  buying  and 
selling  of  the  contracts  themselves.  In  other  words,  their 
negotiability  is  established.  Herein  is  laid,  of  course,  a 
foundation  for  the  familiar  phenomena  of  modern  business. 
A  capitalistic  era  results,  in  which  the  rate  of  interest  is 
reduced  and  the  turnover  of  capital  increased;  but  it  is  also 
an  era  in  which  men  are  concerned  with  prices  rather  than 
goods — in  which  they  make  "money"  rather  than  make 
goods. 

In  England  and  the  United  States  the  credit  system  is 
most  highly  developed  to-day.  In  1910,  Kinley  compiled 
figures  for  the  National  Monetary  Commission  from  which 
he  concluded  that,  on  the  average,  between  80  and  85  per 
cent  of  the  total  business  of  the  country  was  done  by  cheek. 
More  recent  estimates  are  that  fully  98  per  cent  of  whole- 
sale and  65  per  cent  of  retail  transactions  are  settled  by 
credit  instruments.'^  Stated  in  pecuniary  terms,  of  the  total 
annual  volume  of  domestic  trade  in  the  United  States  of  not 

8  J.    R.    Commons,    Legal   Foundations    of    CapitaKsm     (New   York, 
1924),  pp.  245-246. 
7  Munn,  op.  cit.,  p.  7. 
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far  from  $150,000,000,000,  over  $100,000,000,000  comes  under 
the  supervision  of  the  credit  department.* 

Results  of  the  Credit  System 

Many  writers  have  considered  the  results — or,  as  they  term 
them,  advantages — of  credit.  They  flow  from  the  twofold 
service  already  discussed:  to  provide  a  mechanism  of  ex- 
change, and  to  provide  a  system  for  the  advance  of  capital. 
No  enumeration  of  the  advantages  of  credit  sets  forth  the 
great  merits  of  the  system  in  more  forceful  style  than  that 
of  Conrad : " 

1.  Credit  furnishes  a  more  perfect  and  convenient  means  of  pay- 
ment in  large  sums  and  between  distant  places  than  the  precious 
metals,  saving  time  and  labor.  This  is  effected  by  means  of  notes, 
checks,  and  bills  of  exchange. 

2.  Credit  takes  the  place  of  corresponding  amounts  of  gold  and 
silver.  This  is  a  saving,  as  it  enables  us  to  employ  the  precious 
metals  for  other  useful  purposes. 

3.  Capital  is  employed  more  productively.  He  who  possesses 
capital,  but  is  for  any  reason  unable  to  make  use  of  it,  transfers 
it  to  another  for  a  compensation,  to  the  benefit  of  both,  as  well  as 
that  of  the  public  economy.  It  is  given,  eceteris  paribus,  to  Mm 
who  is  ready  to  pay  the  highest  price  for  its  use ;  that  is,  in  general, 
to  him  who  can  employ  it  most  productively. 

4.  The  laborers,  artisans,  and  traders,  although  unprovided  with 
means  of  their  own,  may  by  the  use  of  credit  obtain  capital  to  assist 
them  in  their  labors,  and  that  without  sacrificing  their  independence. 
This  point  is  to  be  particularly  borne  in  mind  as  of  especial  weight 
in  judging  the  credit  unions.  Credit  is  thus  of  importance  in  avoid- 
ing that  separation  of  capital  and  labor  which  excites  so  much  bad 
feeling,  and  which  forebodes  danger  to  modern  civilization. 

5.  Credit  gathers  together  the  smallest  sums,  which,  by  means  of 
joint  stock  companies,  and  otherwise,  are  economically  employed. 

8  E.  E.  Lincoln,  Applied  Business  Finance  (4th  ed.,  New  York,  1929), 
pp.  662-663.  Tlie  figure  for  domestic  trade  is  derived  from  considera- 
tion of  the  1927  value  of  manufactured  products  ($62,714,000,000), 
value  of  raw  materials  used  by  manufacturers  ($35,128,000,000),  gross 
value  of  farm  products  sold  ($13,000,000,000),  value  of  products  of 
mines  ($5,500,000,000),  and  gross  income  of  trading  companies 
($41,000,000,000),  as  checked  against  1926  gross  income  of  all  cor- 
porations of  $142,000,000,000,  of  which  $106,000,000,000  covered  the 
sale  of  physical  things. 

»  Quoted  by  E.  T.  Ely  in  his  article  on  "German  Cooperative  Credit 
Unions."    The  ninth  point  is  Ely's. 
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Capital  is  concentrated,  but  its  returns  are  disseminated  among  the 
people,  politically  a  weighty  point. 

6.  The  possibility  of  employing  every  sum,  however  minute, 
urges  people  on  to  saving. 

7.  Credit  binds  together  the  interests  of  those  having  dealings 
with  one  another.  Under  a  highly  developed  system  of  credit 
economy,  it  is  the  interest  of  each  to  show  himself  worthy  of  trust; 
this  can  be  of  advantage  in  the  moral  education  of  a  people. 

8.  It  enables  men  to  save  for  their  old  age,  and  make  provision 
for  their  families  in  case  of  their  death.  Were  there  no  such  thing 
as  credit,  the  best  one  could  do  would  be  to  heap  up,  and  then  con- 
sume afterwards,  the  capital  gathered  together. 

9.  Capital,  when  obtained  under  favorable  circumstances,  yields 
a  larger  return  than  the  interest.  Were  it  otherwise,  borrowing, 
except  in  ease  of  special  need  and  distress,  would  cease.  The  pru- 
dent and  skillful  laborer  who  can  command  credit  is  thus  enabled 
to  obtain,  besides  his  wages,  a  surplus  from  the  use  of  the  capital. 
Credit,  well  used,  is  therefore  economically  as  productive  as  a  favor- 
able climate  or  a  high  education  of  a  people. 

Operation  of  the  Credit  System 

Because  of  these  advantages,  the  present  credit  system  is 
the  inevitable  accompaaiment  of  modern  industrial  method. 
Production  of  huge  quantities  of  standardized  articles,  made 
by  specialized  workers  with  the  aid  of  power-driven  machin- 
ery, is  characteristic.  But  the  processes  are  roundabout. 
Instead  of  making  one  article  completely,  it  is  manufactured 
in  a  number  of  stages,  and  a  considerable  time  elapses  be- 
tween the  commencement  of  the  process  and  the  final  utili- 
zation of  the  article.  Only  when  it  is  sold  to  the  ultimate 
consumer,  is  payment  finally  made.  Credit  serves  to  bind 
together  the  business  men  in  the  several  stages  of  manu- 
facture and  marketing,  and  to  make  possible  their  payment 
immediately,  no  less  than  to  aggregate  the  vast  amount  of 
capital  needed. 

The  very  interdependence  that  exists  between  the  several 
business  men  shows  the  delicate  nature  of  the  entire  credit 
system.  Running  smoothly,  it  is  most  efficient  and  beneficial, 
both  to  the  individual  and  to  the  community.  But  it  is  easily 
subject  to  abuse.  Unwise  credit  extension,  whether  by  mer- 
chants or  bankers,  leads  to  individual  loss.     It  encourages 
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speculation  and  overtrading,  which  not  infrequently  lead  to 
fraud,  extravagance,  and  embezzlement.  More  important,  it 
thereby  affects  the  industry  as  a  whole  and  the  entire  busi- 
ness situation.  Unwise  credit,  instead  of  merely  quickening 
the  tempo  of  business  in  a  healthy  fashion,  provides  a  feverish 
stimulus.  Speculation  may  become  widespread,  and  prices 
of  commodities  in  general  may  become  greatly  inflated. 
Sooner  or  later  a  reaction  takes  place;  failures  to  liquidate 
and  price  declines  appear.  The  sad  experience  of  1920-21 
was  the  direct  outcome  of  the  unwise  credits  of  1919,  already 
foreshadowed  in  wartime  credit  practice.  Efficient  credit 
dispensation — ^prevention,  not  cure — ^is  the  sole  corrective. 
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CHAPTER  II 

THE  CREDIT  SYSTEM 

Credit  is  embodied  concretely  in  various  credit  instru- 
ments, and  is  employed  in  a  number  of  fields  or  branches 
whicli  constitute  the  credit  system.  Bach  field  presents  cer- 
tain points  of  similarity  to,  and  certain  points  of  difference 
from,  every  other.  Taken  together,  however,  they  enable 
the  credit  man  better  to  envisage  credit  in  its  entirety. 
Hence,  no  study  of  credit  is  complete  without  a  survey  of  the 
credit  system  and  of  the  principal  branches  of  credit  con- 
tained therein. 

Since  the  first  edition  of  this  work  was  issued,  in  1906, 
many  of  these  fields  have  expanded  greatly,  both  in  their 
importance  and  in  the  scope  and  character  of  the  literature 
that  deals  with  them.  No  more  can  be  done  here  than  to 
sketch  in  brejadest  outline  those  fields  now  comprehended 
in  public  finance,  corporation  finance  and  investment,  as  well 
as  banking.  The  application  of  credit  principles  in  each  has 
itself  become  highly  specialized  and  merits  a  volume  if  justice 
is  to  be  done  it. 

Classes  of  Credit — Commercial  and  Investment  Credit 

To  enumerate  the  fields  of  credit  is  to  classify  credit. 
Writers  on  the  subject  do  not  agree  entirely  as  to  the  basis 
on  which  their  classifications  rest,  and  the  classes  themselves 
overlap.  Broadly  speaking,  however,  when  productive  credit 
as  contrasted  with  consumptive  credit  is  considered,  com- 
mercial credit  may  be  distinguished  from  investment  credit,^ 
and  public  credit  from  private  credit.  The  former  distinc- 
tion implies  a  contrast  between  use  of  funds  for  current 
purposes,  such  as  to  purchase  goods  for  manufacture  and 


1 H.  P.  Willis  and  G.  W.  Edwards,  Banking  and  Business  (revised  and 
enlarged  edition,  New  York  and  London,  1925),  Chap.  II.  They  add  a 
category  of  intermediate  credit  to  allow  for  border-line  cases 

14 


THE  CREDIT  SYSTEM  15 

for  resale,  and  use  of  fmids  for  fixed  investment,  such  as  to 
purchase  machinery,  plant  equipment,  and  other  fixed  assets. 
This  contrast  indicates  temporary  or  transient  use  and 
relatively  permanent  use  of  funds.  At  least,  the  concern' 
cannot  use  funds  for  fixed  investment  which  it  obtains  on  a 
temporary  basis,  although  it  can  use  funds  obtained  on  a 
permanent  basis  for  current  working  capital  purposes,  and 
thereby  extend  commercial  credit.    Moulton  explains :  ^ 

Investment  credit  furnishes  capital  for  the  development  and 
maintenance  of  industries.  Commercial  credit  provides  funds  for 
running  or  operating  business  establishments  engaged  in  the  produc- 
ing, manufacturing,  and  marketing  of  goods.  It  is  by  means  of 
the  former  that  the  business  manager  assembles  land,  labor,  and 
materials,  and  constructs  permanent  and  durable  capital  goods;  it 
is  by  means  of  the  latter  that  the  business  manager  assembles  labor, 
supphes,  alid  materials,  and  produces  and  markets  the  consumptive 
goods  required  by  society. 

The  corporation  uses  commercial  credit  when  it  borrows  from 
the  bank  or  buys  on  time;  it  uses  investment  credit  when  it 
sells  a  stock  or  bond  issue. 

The  distinction  between  commercial  and  investment  credit 
possesses  great  practical  importance.  Neglect  of  it  brings 
grief,  as  has  so  often  been  found,  for  long  term  assets  cannot 
pay  short  term  debts.  On  the  other  hand,  mere  use  of  com- 
mercial credit  is  no  guarantee  of  liquidity.  Some  concerns 
employ  a  more  or  less  continuous  supply  of  current  funds 
in  the  business  over  and  above  their  invested  capital  and 
long  term  obligations,  so  that  repayment  is  possible  only 
by  shifting  the  loan  or  by  serious  curtailment  of  the  busi- 
ness. Again,  frozen  loans  may  result  just  as  effectively  from 
unwise  dispensation  of  commercial  credit  laid  out  in  high 
priced  inventories,  as  from  use  of  such  credit  for  plant  expan- 
sion and  equipment.  Such,  in  fact,  was  one  of  the  lessons 
of  the  crisis  of  1920. 

The  consequent  lack  of  an  entirely  automatic  self-liquidat- 
ing power  in  commercial  credit  has  led  some  writers  to  favor 

2H.  G.  Moulton,  Fmaneial  Orgamization  of  Society  (3d  ed.,  Chicago, 
1930),  p.   97. 
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substitution  of  a  concept  of  shiftability  for  that  of  liquidity.' 
The  call  loan  made  to  the  stock  broker,  by  virtue  of  the 
collateral  which  secures  it,  is  regarded  by  them  as  superior 
to  the  commercial  loan  to  the  business  man.  But  this  view 
is  exaggerated.  The  commercial  loan  derives  from  its  rela- 
tionship to  the  economic  process  whereby  goods  and  services 
are  produced  and  flow  from  initial  producer  to  ultimate 
consumer  a  certain  strength  which  cannot  be  ignored. 

Principal  Fields  of  Credit 

Public  credit  need  not  long  detain  us.  Advances  to  gov- 
ernments are  judged  by  the  resources  of  the  nation  and  the 
ability  of  the  people  to  make  use  of  these  resources.  The 
system  of  government  and  the  currency  system  are  both 
important,  since,  if  unsatisfactory,  they  may  hinder  the 
people  from  engaging  in  productive  effort.  Likewise,  the 
legal  protection  given  to  the  holder  of  the  instrument  and 
the  fiscal  provisions  made  to  safeguard  the  instrument,  must 
be  considered.  Public  credit  may  be  represented  by  bonds, 
notes,  and  certificates,  as  well  as  by  paper  money  not  en- 
tirely covered  by  specie — ^the  latter  merely  a  forced  non- 
interest-bearing  loan. 

Private  credit  comprises  several  kinds — ^banking,  industrial, 
mercantile,  and  personal.  Industrial  or  capital  credit  in- 
volves the  borrowing  operations  of  business  undertakings 
whereby  they  raise  the  permanent  funds  they  require.  As 
such,  it  is  judged  by  both  the  assets  and  the  earning  power 
of  the  corporation,  as  well  as  the  industry  in  which  it  is 
engaged.  Since  the  financing  is  both  infrequent  and  substan- 
tial in  amount  when  it  does  occur,  the  investigation  made 
enlists  the  services  of  outside  experts,  such  as  engineers,  ac- 
countants, and  attorneys,  who  aid  the  investment  banker. 
And  the  credit  may  be  buttressed  by  a  variety  of  technical 
safeguards,  including  both  specific  pledge  of  property  and 
preferences,  if  not  obligations,  of  various  kinds.    Industrial 

8  Moulton,  "Commercial  Banking  and  Capital  Formation,''  Journal 
of  Political  Economy,  Vol.  XXVI;  W.  F.  Mitchell,  The  Uses  of  Bank 
Funds  (Chicago,  1925). 
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credit  is  evidenced  as  truly  by  the  farm  mortgage  as  by  tbe 
urban  real  estate  mortgage  bond  or  the  corporate  stock.  The 
credit  period  varies  with  the  industry,  so  that  rail  issues 
commonly  have  a  longer  maturity  than  industrials. 

Mercantile  credit  refers  to  the  temporary  borrowing  op- 
erations of  business  concerns.  Such  credit  supplements  the 
industrial  credit  initially  used  by  these  enterprises,  varying 
in  amount  as  occasion  dictates.  It  thus  is  used  solely  to' 
promote  production  and  exchange  of  merchandise.  The 
credit  may  be  obtained  either  from  banking  institutions, 
usually  on  notes,  or  other  business  houses,  usually  on  open 
book  accounts,  but  convention  has  decreed  that  to  the  latter 
credit  alone  shall  attach  the  word  "mercantile."  As  com- 
monly understood  to-day,  therefore,  mercantile  credit  is  that 
credit  extended  by  one  business  concern  to  another,  involv- 
ing postponement  of  the  due  date  for  merchandise  sold  for 
purposes  of  resale.  It  should  be  observed,  therefore,  that 
such  mercantile  credit  in  the  narrow  sense  of  the  term 
finances  the  manufacturer  only  to  the  extent  of  the  cost  of 
the  materials,  leaving  advertising,  sales,  and  offlce  expenses 
to  be  met  otherwise,  but  it  finances  the  merchant  for  the 
selling  price  of  the  finished  article.  The  credit  period  should 
not  exceed  the  buyer's  interest  in  the  article  which  is  the 
basis  of  the  credit.  Credit  of  this  kind  is  the  principal  theme 
of  this  book  and  the  difference  in  approach  between  the  bank 
and  the  business  house  will  be  indicated  later. 

Personal,  individual,  retail,  or  consumptive  credit,  as  it  is 
variously  termed,  is  that  credit  extended  to  the  individual 
for  nonbusiness  purposes.  As  such,  it  brings  goods  from 
the  hands  of  merchants  or  manufacturers  into  those  of  ulti- 
mate consumers.  Hence,  it  functions  at  the  close  of  the 
economic  process.  The  individual  may  obtain  it  from  banks, 
finance  companies,  or  individuals,  or  he  may  obtain  it  from 
professional  men  or  storekeepers  with  whom  he  runs  a  charge 
account.  He  may  obtain  it  in  order  to  acquire  relatively 
expensive  articles  under  an  installment  plan  of  purchase  on 
promissory  notes,  or  he  may  use  it  to  acquire  foodstuffs  and 
similar  articles  of  current  consumption  by  running  up  a  bill 
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or  open  book  account.  It  is  based  largely  on  general  stand- 
ing, earning  power,  and  property.  This  form  of  credit  wiU 
likewise  be  treated  at  some  length  in  this  book.*  It  may  be 
observed  that  the  liquidation  of  retail  credit,  by  enabling  the 
retailer  to  pay  his  bills,  renders  possible  the  liquidation  of 
mercantile  credit,  which  in  this  sense  depends  upon  the 
former.  Yet  mercantile  credit,  being  more  extensive,  is  more 
•highly  developed  and  sensitive,  although  all  forms  of  credit 
historically  have   developed  from   retail   credit. 

Banking  Credit 

Banking  credit  refers  to  the  borrowing  operations  of  com- 
mercial banks  whereby,  chiefly  by  means  of  bank  notes  and 
deposits,  to  supplement  their  own  capital,  they  obtain  funds 
from  the  community.  As  such  it  is  purely  of  a  facilitating 
nature,  which  helps  finance  the  economic  movement  of 
goods  from  producer  to  consumer.  It  supplements  the 
capital  credit  that  business  concerns  have  obtained,  but  is 
used  solely  for  current  operations.  It  thus  parallels  and 
finances  mercantile  credit  and  certain  forms  of  personal 
credit.  The  credit  originally  extended  by  business  houses 
is,  in  effect,  often  transferred  to  the  banks  and  guaranteed 
to  them  by  the  concerns  which  extended  the  credit  in  the 
first  instance.  They  do  not  possess  sufficient  funds  of  their 
own,  and  so  borrow  from  the  banks  in  order  to  carry  the 
receivables  representing  their  own  credit  extension  to  their 
customers.  In  this  manner  such  credit  often  finds  its  way 
ultimately  to  the  banks.  This  credit  the  banks  in  turn  finance 
or  carry  largely  through  their  loan  and  deposit  operations, 
but  with  the  important  difference  that  the  bank  must  be 
prepared  to  meet  any  of  its  obligations  when  called  upon  to 
do  so,  and  cannot  request  extension.  Banks  aid  greatly  the 
exchangeability  of  credit.® 

*Much  of  the  farmer's  credit,  it  may  be  observed,  seems  to  partake 
of  the  nature  of  both  mercantile  and  personal  credit,  since  he  obtains 
credit  to  run  a  family  to  operate  a  farm.  To  set  agricultural  credit 
in  a  special  category  appears  unwarranted  for  our  purpose. 

s  Operating  in  a  different  manner,  both  finance  companies  which 
discount   accounts    receivable    (and    finance   themselves    by   borrowing 
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The  operation  of  the  commercial  bank,  while  mentioned 
incidentally  in  the  opening  chapter,  may  be  considered  fur- 
ther here  because  of  the  light  it  sheds  upon  credit  problems. 
Viewed  as  a  credit  institution  three  functions  may  be 
distinguished :  * 

1.  Recognition  of  rights  to  credit.  The  bank  studies  the  credit 
standing  of  applicants  for  loans  and  accepts  or  rejects  the  credit 
they  offer,  recognizing  rights  to  credit  thereby. 

2.  Guaranty  of  values.  The  bank  substitutes  its  credit  for  that 
of  the  borrower  and  thus  insures  the  productive  operations  of  the 
community  in  the  sense  that  it  agrees  to  make  good  in  the  event 
that  the  borrower  cannot.  For  this  purpose  it  requires  capital  and 
surplus  of  its  own. 

3.  Transfer  of  titles.  The  bank  transfers  the  current  funds  of 
the  community,  represented  by  demand  deposits  on  its  books,  from 
one  individual  to  another,  as  these  depositors  direct  it  when  they 
draw  checks. 

Viewed  in  this  way,  the  bank  is  a  service  institution  which 
measures  its  charge  to  the  "borrower"  by  the  length  of  time 
over  which  its  service  continues  to  be  rendered.  Due  to  the 
fact  that  these  operations  cannot  be  mechanically  performed, 
the  bank  in  effect  determines  the  volume  as  well  as  the  flow 
of  credit. 

Changes  in  the  American  Credit  System 

The  present  attitude  of  the  community  toward  credit  differs 
radically  from  that  prevalent  several  centuries  ago.  The 
delinquent  debtor  was  harshly  dealt  with.  The  mildest 
penalty,  imprisonment  for  debt,  has  disappeared  only  com- 
paratively recently.  To-day  honest  misfortune  is  differen- 
tiated from  outright  fraud.  The  latter  alone  is  punished, 
and  not  in  a  spirit  of  vengeance  or  redress,  but  in  order 
to  deter  others.  Debtor  and  creditor,  it  is  recognized,  are 
partners,  in  the  sense  that  both  have  risked  funds  in  the 
same  enterprise. 

The  present  credit  system  is  itself  the  product  of  a  long 

from   the   banks),   and   commercial    paper    dealers    who    sell    without 
recourse  promiasory  notes  of  large  concerns  to  the  banks,  provide  means 
of  "refinancing"  mercantile  credit. 
« Willis  and  Edwards,  op.  oit.,  pp.  20-21. 


20  CREDIT  AND  ITS  USES 

development.  As  economic  conditions  change,  so  general 
business  practice  changes,  and  likewise  the  credit  system. 
Prior  to  the  CIyII  War,  both  the  trade  acceptance  and 
the  promissory  note  formed  the  basis  of  the  commercial 
credit  system.  Retailers  visited  wholesalers  and  manufac- 
turers every  six  months  or  so  to  purchase  goods.  Due  to 
transportation  handicaps,  some  of  the  smaller  retailers  even 
made  purchases  only  once  a  year.  Large  quantities  of  mer- 
chandise, infrequently  purchased,  was  the  rule.  To  carry 
these  inventories,  long  terms  were  desired,  such  as  six  to 
eight  months,  for  which  a  note  or  acceptance  was  given. 
This  instrument  the  seller  could  discount  at  his  bank  in  order 
to  finance  himself.  The  credit  he  extended  was  based  largely 
upon  his  personal  contact  with  the  buyer. 

The  Civil  War  marked  the  beginning  of  a  revolution  in 
credit  practice.  The  excessive  issues  of  greenbacks  helped 
to  make  uncertain  the  value  of  credit  instruments  which  ran 
for  any  considerable  length  of  time.  As  the  expansion  of 
the  railways  provided  better  transportation  facilities,  the 
market  for  merchandise  widened,  and  changed  from  a  pri- 
marily local  one  to  one  of  a  more  national  scale.  Sellers, 
therefore,  endeavored  to  bring  business  as  nearly  as  possible 
to  a  cash  basis,  and  were  aided  by  the  fact  that  demand 
for  goods  tended  to  outrun  the  supply.  At  the  same  time, 
the  small  per  capita  wealth  made  financing  by  sellers  essen- 
tial, especially  for  new  merchants  who  appeared  in  increas- 
ing numbers.  There  developed  the  practice  of  selling  goods 
by  sample  and  by  means  of  a  traveling  representative,  in- 
stead of  by  personal  selection  from  an  accumulated  stock. 
As  a  result,  the  doctrine  of  "implied  warranties,"  as  it  has 
been  termed,  arose,  and  the  risk  and  responsibility  of  deliv- 
ering goods  equal  in  quality  to  the  sample,  was  laid  upon 
the  seller.  This  system  of  merchandising  led  to  the  rise  of 
the  open  account,  which,  in  turn,  led  sellers  to  offer  cash 
discounts  in  order  to  stimulate  payment.  Thus  bad  debt 
losses  might  be  avoided,  and  the  funds  would  be  available 
in  the  seller's  own  business,  giving  him  funds  when  the  facili- 
ties of  the  banks  were  unequal  to  the  demand. 
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Gradually  the  cash  discount  open  account  system,  as  we 
know  it  to-day,  grew  up  and  was  extended  to  cover  almost 
all  parts  of  the  commercial  credit  field.  Shortening  of  terms 
and  reduction  of  discounts  has  reflected  more  adequate  bank- 
ing facilities  and  improvement  in  the  credit  risk.  More- 
over, business  is  now  carried  on  at  long  range  under  highly 
competitive  conditions,  with  a  narrower  margin  of  profit. 
The  effort  made,  beginning  when  the  Federal  Reserve  Act 
was  being  framed,  to  substitute  a  trade  acceptance  system  for 
this  system,  was  doomed  to  disappointment.  Instead,  the 
trade  acceptance  was  coordinated  with  the  prevailing  system, 
to  provide  an  additional  piece  of  collection  machinery. 

The  present  credit  system,  in  complexity  as  well  as  in 
delicacy,  rests  upon  our  whole  present  economic  system. 
Excellent  transportation  facilities  exist,  both  land  and  water, 
and  air  transport  is  in  its  infancy.  Communication  facilities 
now  include  the  telegraph,  the  telephone,  and  the  radio. 
Industrial  invention  is  active,  and  industrial  management 
displays  great  advance.  To-day  our  characteristic  industrial 
process  involves  large  scale  production  of  standardized  prod- 
ucts, made  by  specialized  processes  and  workers  with  the  use 
of  automatic  power-driven  machinery.  And  the  system  itself 
is  rapidly  changing,  both  along  lines  of  technology  and  busi- 
ness method. 

Several  recent  changes  in  merchandising  method  which 
have  influenced  credit  practice  may  be  cited.  Manufacturers 
in  many  lines  have  encroached  upon  the  work  formerly  un- 
dertaken exclusively  by  the  wholesaler  or  jobber.  More  recent 
even  is  the  so-caUed  "hand-to-mouth"  buying  policy  of  both 
jobbers  and  retailers.  Merchants  are  unwilling  to  assume  the 
expense  and  responsibility  involved  in  carrying  a  large  stock 
of  merchandise,  with  its  attendant  risk  of  frequent  style 
change,  overproduction,  and  changed  demand.  The  desire 
for  small  up-to-date  stocks  of  fresh  salable  merchandise 
forces  upon  the  manufacturer  the  necessity  of  carrying  on 
hand  sufficient  goods  to  meet  his  customers'  sudden  and 
changing  demands.  Hence  there  is  a  tendency  to  shorten  the 
credit  period. 
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Terms  of  Sale  ' 

The  commercial  credit  system  is  related  closely  to  the 
entire  economic  process  under  which  goods  are  produced  and 
marketed.  This  process  may  be  considered  as  having  four 
stages:  (1)  extraction,  (2)  manufacture,  (3)  wholesale  trad- 
ing, and  (4)  retail  trading.  Bach  stage  has  certain  fairly 
well  defined  credit  relations  with  other  stages  which  are 
adjacent  to  it  in  the  process.  Raw  materials  are  usually  sold 
for  cash  by  producers,  and  buyers  thus  resort  directly  to 
the  bank  for  the  funds  they  need.  Similarly,  at  the  close 
of  the  process,  consumption  goods  are  sold  at  retail  largely 
for  cash,  so  that  the  retailer  need  not  borrow  from  the 
bank  in  order  to  carry  his  customers.  But  the  wholesaler, 
in  particular,  buys  for  cash  and  sells  on  time.  He  pays 
the  manufacturer  at  once,  while  he  carries  the  retailer.  This 
implies  a  direct  credit  burden  in  the  process,  and  at  the 
same  time  direct  relations  with  the  banking  system.  In  pro- 
portion as  manufacturers  undertake  to  perform  the  whole- 
saler's functions,  they  assume  these  burdens. 

Credit  relationships  between  buyer  and  seller  are  usually 
established  upon  a  definite  basis  which  is  embodied  in  the 
terms  of  sale.  The  terms  include  the  time  and  general  con- 
ditions of  payment ;  they  embrace  both  the  net  terms,  a  period 
of  time  within  which  the  bill  is  to  be  paid  without  any 
deduction,  and  the  cash  discount  option  commonly  allowed, 
which  names  a  period,  payment  within  which  entitles  the 
buyer  to  deduct  a  specified  discount  from  the  face  of  the 
bill.  As  such,  the  terms  give  formal  expression  to  the  Ameri- 
can mercantile  credit  system.  In  foreign  transactions,  the 
method  of  payment  is  also  included. 

Terms  of  sale  display  certain  broad  uniformities.  Regular 
terms,  recognized  as  customary  in  the  trade,  exist  in  many 

7  Extensive  use  has  been  made,  in  the  preparation  of  these  sections, 
of  W.  H.  Steiner,  The  Mechanism  of  Commercial  Credit  (New  York 
and  London,  1922).  For  lists  of  terms  see  T.  N.  Beckman,  Credits  and 
Collections  in  Theory  and  Practice  (2nd  ed.,  New  York,  1930),  pp. 
578-582;  R.  F.  Prudden,  The  Bank  Credit  Investigator  (New  York, 
1922),  pp.  171-175;  and  Steiner,  op.  cit.,  pp.  362-368  (arranged  by 
John  Whyte). 
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industries,  though  by  no  means  in  all.  Recommended  terms 
are  found  in  some  industries,  which  are  sponsored  by  a  trade 
association.  Again,  as  already  indicated,  terms  of  raw  mate- 
rial producers,  e.g.,  differ,  on  the  whole,  from  those  granted 
by  manufacturers  or  those  granted  by  merchants.  Yet  in 
many  industries  sellers  have  different  policies  and  the  same 
seller  will  often  deal  differently  with  his  various  customers. 
Special  terms  are  thus  frequent  and  represent  departures 
from  regular  or  recommended  practice,  while  lack  of  uni- 
formity and  lack  of  enforcement  are  frequent. 

The  Credit  Period 

A  close  study  of  terms  of  sale  reveals  that  they  are  not 
the  result  of  mere  chance.  Nor  are  they  dictated  entirely 
by  the  seller's  fancy  or  his  necessity.  Instead,  they  depend 
in  considerable  measure  upon  external  conditions.  There  is 
a  host  of  factors  which  influence  the  terms  used  and  their  im- 
portance varies  with  the  situation  under  consideration. 

These  factors  may  be  set  forth  in  outline  form  as  follows: 

1.  Fundamental  in  setting  an  upper  limit  is  the  marketing 
period  for  the  article  in  question.  The  credit  period  ap- 
proximates the  time  required  to  make  collections.  Difference 
in  turnover  explains  the  thirty  day  terms  of  the  wholesale 
grocer  as  contrasted  with  the  four  months  terms  of  the 
jewelry  trade. 

2.  The  nature  of  the  article  influences  its  marketing  period. 
Terms  tend  to  be  short  when  the  sale  involves  a  small  amount 
and  when  the  article  is  perishable.  The  same  is  true  when 
the  article  is  standardized  rather  than  subject  to  changes  in 
fashion  or  style,  and  hence  easily  replaced,  also  when  it  is 
for  current  rather  than  seasonal  use. 

3.  The  marketing  period  is  likewise  influenced  by  the 
existence  of  customary  settlement  dates.  Pay  day  terms  take 
cognizance  of  the  time  when  the  retailer's  customers  receive 
their  wages  and  are  able  to  pay  him.  City  and  country  trade 
may  therefore  be  distinguished.  In  some  sections  tradition 
continues  use  of  certain  dates  on  which  payments  are  regu- 
larly made.     Finally,  in  one-crop  agricultural  sections  the 
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time  of  marketing  the  crop  fixes  the  season  in  which  their 
entire  payments  will  be  concentrated.  The  geography  of 
terms  is  important  in  this  manner,  as  well  as  by  decreasing 
rate  of  turnover  in  the  case  of  distant  buyers. 

4.  Competitive  conditions  in  the  industry  constitute  an- 
other basic  factor.  Competition  may  be  necessary  in  terms, 
as  well  as  in  price,  in  quality  of  goods,  or  in  service.  The 
relative  power  of  buyers  and  sellers  and  the  existence  of 
competition  or  concentration  among  each  are  important.  The 
seller's  cash  outlay,  profit  margin,  and  capital  position  like- 
wise may  be  mentioned,  as  well  as  the  regularity  of  relation- 
ship existing  between  the  buyer  and  the  seller. 

5.  The  credit  risk  may  cause  deviation  from  the  standards 
customarily  followed.  Short  terms  apply  to  the  inferior  or 
doubtful  risk. 

6.  The  business  cycle  influences  the  general  length  of  the 
credit  period,     t 

The  period  of  prosperity  is  a  period  of  expansion  in  which  it  is 
profitable  to  borrow  money,  and,  it  would  seem,  desirable  to  still 
further  stimulate  sales  by  granting  longer  terms.  Goods  are  in 
demand,  therefore,  and  sales  are  easily  made.  In  fact,  a  seller's 
market  may  exist.  The  seller  is  thus  in  a  position  to  dictate 
terms,  and  furthermore,  he  may  be  impelled  by  necessity  to  keep 
down  his  investment  in  receivables  in  order  to  finance  his  own 
expanded  operations.  Hence,  both  credit  and  terms  will  be  con- 
servative as  long  as  buying  is  stimidated.  When  buying  slackens, 
the  seller  is  under  the  necessity  of  acting  to  keep  up  the  volume 
of  sales  and,  consequently,  terms  of  credit  may  lengthen.  During 
the  period  of  depression  the  tendency  is  distinctly  toward  longer 
terms,  since  it  now  has  become  a  buyer's  market,  and  the  need  for 
business  forces  the  seller  to  terms  concessions.  The  longer  terms 
continue  until  the  cycle  has  moved  well  into  the  recovery  stage, 
when  the  terms  again  begin  to  contract.^ 

Of  course,  these  considerations  apply  only  to  terms  on 
articles  purchased  either  to  work  up  or  resell  in  the  same 
form.  They  are  destined  to  be  turned  over  within  a  rela- 
tively short  period  of  time  and  thus  be  converted  into  cash, 
with  which  payment  may  be  made  for  them  or  other  goods 

8  A.  F.  Chapin,  Credit  and  OollecUon  Principles  and  Practice  (New 
York,  1930),  p.  88. 
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may  be  purchased,  and  the  cycle  repeated.  Goods  destined 
for  use  as  capital  goods,  such  as  machinery,  must  be  consid- 
ered separately.  They  do  not  themselves  provide  the  means 
of  payment,  since  they  are  not  sold  but  usually  are  "worn 
out."  The  buyer's  interest  in  them  extends  over  a  much 
longer  period  than  the  credit  could  cover.  Moreover,  fixed 
capital  should  be  owned  outright  by  the  concern.  The  buyer 
should,  therefore,  either  pay  cash  or  obtain  long  term  invest- 
ment credit. 

Goods  in  the  hands  of  the  retailer  in  final  form  ready  for 
consumption,  it  may  be  observed,  are  either  sold  for  cash,  or 
payment  is  deferred  until  the  next  pay  day.  The  articles 
themselves  obviously  do  not  provide  the  means  of  payment. 
On  the  larger  items,  installment  terms  are  in  vogue  analogous 
to  those  prevailing  on  power  machinery,  and  provide  the 
counterpart  in  the  consumptive  field  to  terms  in  the  indus- 
trial field. 

Datings 

"Dating,"  arising  historically  out  of  the  discontinuance 
of  "long  time"  (such  as  six  or  eight  months)  may  be  stated 
either  as  part  of  the  terms,  or  may  merely  give  the  invoice 
a  fictitious  date  after  the  true  date.  Regardless  of  the  kind 
of  dating,  the  purpose  is  to  defer  the  due  date  of  the  bill. 
As  such  the  dating  adjusts  the  time  of  payment  to  the  market- 
ing period,  or  else  meets  competitive  conditions.  Dating  may, 
therefore,  be  divided  into  two  types:  (1)  season  datings, 
including  indirect  datings,  (2)  competitive  or  extra  datings, 
including  datings  on  shipments  to  distant  territories. 

1.  Season  datings  represent  recognition  by  the  seller  of 
the  buyer's  marketing  period  in  industries  which  are  sea- 
sonal in  nature.  Straw  hats,  toys,  and  clothing  fall  within 
this  category.  They,  however,  apply  on  purchases  in  advance 
of  the  selling  season,  and  should  not  be  granted  upon  subse- 
quent small  fill-in  orders.  They  are  thus  a  device  to  induce 
retailers  to  share  the  risk  and  bear  part  of  the  burden  incident 
to  advance  ordering  of  goods. 

The  seller  derives  certain  benefits  when  he  grants  season 
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datings.  The  manufacturer  is  relieved  of  the  speculative 
element  involved  in  manufacturing  his  goods.  Manufactur- 
ing upon  order,  he  transfers  to  the  buyer  the  task  of  fore- 
casting the  market.  He  is  relieved  of  these  uncertainties 
and  can  devote  all  his  attention  to  cost  of  manufacture,  while 
spreading  his  operations  over  a  longer  period.  He  can  keep 
his  plant  running  during  the  "off"  season  and  avoid  con- 
gestion during  the  husy  season.  He  need  provide  less  ware- 
house space  and  insurance,  while  he  can  avoid  congestion 
of  his  shipping  facilities.  These  advantages  outweigh  the 
disadvantages  of  increased  credit  risk  due  to  the  longer  credit 
period. 

The  buyer,  too,  derives  certain  benefits.  He  can  have  his 
stock  of  goods  on  hand  when  the  active  selling  season  opens 
and  may  sell  from  it  long  before  the  date  of  the  invoice. 
Often,  too,  he  receives  a  lower  price  from  the  seller.  And 
in  some  industries  it  is  quite  customary  that  he  be  protected 
against  a  decline  in  price,  while  paying  only  the  contract 
price  in  the  event  that  price  increase  occurs.  The  buyer, 
however,  is  forced  to  provide  storage  space  and  to  cover  the 
goods  with  insurance.  However,  he  may  avoid  these  handi- 
caps by  obtaining  an  indirect  dating. 

Indirect  datings  defer  payment  by  deferring  shipment  until 
a  certain  date,  so  that  no  dating  actually  appears  on  the 
invoice.  Manufacturers  of  silk  thread  and  of  other  small 
silk  goods  solicit  fall  orders  during  the  latter  part  of  July 
and  August,  which  orders  may  bear  shipping  date  of  Septem- 
ber 20  or  October  1.  The  order  is  manufactured,  packed 
and  labeled,  being  invoiced  and  released  on  the  specified  date. 

2.  Competitive  or  extra  datings  give  the  buyer  extra  time 
without  apparent  reason,  other  than  a  concession  to  induce 
the  buyer  to  purchase.  Manufacturers  of  broad  silks,  e.g., 
usually  sell  on  terms  of  6  per  cent  ten  days,  sixty  days 
extra,  otherwise  stated  as  6/10/60.  Such  terms  are  to  be 
understood  only  in  the  light  of  competitive  conditions  in  the 
industry  where  buyers  have  forced  such  concessions,  perhaps 
in  part  in  the  effort  to  correlate  terms  with  the  marketing 
period. 
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Allied  to  such  datings  are  datings  for  distant  territories, 
granted  by  distant  sellers  to  enable  them  to  be  on  an  equal 
footing  with  near-by  sellers.  In  various  industries  the  eastern 
seller  either  gives  the  buyer  on  the  Pacific  Coast  thirty  days 
extra,  or  increases  the  regular  terms.  Instead,  he  may  obtain 
the  same  result  by  applying  the  terms  to  date  of  arrival  in- 
stead of  to  date  of  shipment. 

The  Cash  Discount 

The  seller  usually  gives  the  buyer  two  or  more  options  as 
to  time  and  amount  of  payment.  If  the  buyer  does  not 
need  the  seller's  financing  assistance,  he  may  pay  at  an 
earlier  date  and  deduct  a  specified  cash  discount.  This  cash 
discount  is  entirely  distinct  in  nature  from  the  trade  dis- 
count often  found,  although  some  discount  terms  partake 
of  the  characteristics  of  both.'  The  cash  discount  represents 
an  option  for  earlier  payment,  while  the  trade  discount  is 
really  a  cumbersome  price  adjustment  bearing  no  relation 
to  time  of  payment. 

Much  discussion  has  occurred  as  to  whether  the  cash  dis- 
count really  represents  a  premium  for  prompt  payment  or  a 
discount  in  lieu  of  time.  The  buyer,  it  is  often  felt,  has  part 
of  the  seller's  financing  profit  transferred  to  him  when  he 
discounts  his  bill.  But,  in  actual  fact,  the  sum  payable  by 
the  person  who  discounts  the  bill  may  be  taken  as  a  basic 
figure,  and  the  cash  discount  (which  he  forgoes)  regarded 
as  a  premium  paid  by  the  buyer  on  net  terms  "to  the  seller  to 
insure  him  against  loss  for  the  use  of  the  money  for  the  time 
involved,  the  expenses  of  carrying  the  account  and  making 
the  collection,  and  the  losses  by  bad  debts. ' '  ^°  The  premium, 
it  should  be  noted,  is  often  by  no  means  accurately  fixed.  In 
any  event,  the  cash  discount  is  vitally  related  to  the  terms 
and  is  to  be  regarded  as  a  problem  in  credits  rather  than 
in  pricing  of  merchandise. 

The   cash   discount   period  is   usually  ten   days   and  the 

'As  Beckman,  op.  cit.,  pp.  107-108,  has  pointed  out,  they  are  often 
so  unscientifically  constructed  as  to  delay  rather  than  to  encourage 
discounting  of  bills. 

10  Chapin,  op.  cit.,  p.   97. 
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discount  is  generally  granted  as  a  percentage  of  tke  face 
amount  of  the  bill,  but  in  some  lines  it  is  quoted  as  a  price 
differential,  expressed  as  a  definite  number  of  cents  per 
unit  of  product.  The  size  of  the  discount  should  obviously 
bear  a  relation  to  the  length  of  the  terms  and  cover  the 
items  of  expense  mentioned  in  the  preceding  paragraph.  It 
must  exceed  the  rate  of  bank  discount,  but  if  too  great  the 
time  customer  is  tempted  to  obtain  the  discount  unjustly. 
A  host  of  other  factors  also  enter,  namely,  those  which  in- 
fluence length  of  terms.  The  poorly  financed  seller  will 
offer  larger  discounts  if  profits  permit,  while  the  greater 
the  competition  faced,  the  higher  the  discount.  The  more 
slowly  moving  the  article  or  the  poorer  the  risk,  the  higher 
the  discount.  On  the  other  hand,  the  narrower  the  margin 
of  profit,  the  less  the  risk  that  can  be  taken,  hence  the  lower 
the  discount.  "When  business  is  good,  cash  discounts  tend  to 
decrease  as  well  as  terms  to  shorten,  while  the  reverse  occurs 
when  business  is  bad. 

The  discount  has  been  subject  to  serious  abuse  in  actual 
practice.  Many  buyers  attempt  to  take  unearned  discounts, 
deducting  them  when  making  remittance,  regardless  of 
whether  or  not  they  are  entitled  to  such  discounts.  In  addi- 
tion to  such  cash  discount  piracy,  buyers  for  large  business 
organizations  often  insist  on  receiving  extra  large  discounts 
for  cash  in  view  of  the  importance  of  their  business  to  the 
seller.  The  practice  is  partly  due  to  the  method  employed 
by  some  stores  of  penalizing  departments  whose  buyers  fail 
to  obtain  a  specified  minimum  discount  and  crediting  those 
whose  buyers  obtain  a  higher  discount.  Both  abuses  result 
in  lowering  business  standards. 

Function  of  the  Cash  Discount 

The  cash  discount  divides  buyers  into  two  classes,  one  of 
superior  and  one  of  inferior  credit  standing.  Those  with 
superior  credit  either  have  the  funds  themselves  or  else  can 
obtain  them  from  the  bank  and  pay  cash.  Those  of  inferior 
credit  cannot  borrow  from  the  bank  and  must,  therefore, 
take  the  less  advantageous  net  terms.     To  these  are  added 
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some  merchants  who  through  ignorance  or  carelessness  fail 
to  take  advantage  of  discounts. 

For  the  seller,  the  cash  discount  affords  a  ready  means  of 
judging  the  credit  standing  of  his  customers  and  also  of 
eliminating  the  credit  risk  on  a  considerable  part  of  his  ac- 
counts. Thus  it  also  enables  him  to  concentrate  his  attention 
upon  the  poorer  credit  risks  which  do  not  take  the  discount 
and  hence  tends  to  insure  the  efficiency  of  his  credit  work, 
at  the  same  time  curtailing  the  total  amount  of  such  credit 
work  and  reducing  the  cost  of  the  credit  department.  In 
consequence,  it  should  tend  to  decrease  the  total  amount  of 
loss  due  to  bad  debts.  More  rapid  turnover  of  capital  and 
more  accurate  planning  of  financial  needs  is  also  accomplished. 

Prom  the  point  of  view  of  the  banking  and  credit  system, 
the  use  of  the  cash  discount  results  in  having  the  buyer 
as  far  as  possible  obtain  his  funds  directly  from  the  bank, 
instead  of  having  recourse  directly  to  the  seller  through 
buying  on  time  and  taking  the  net  terms.  The  bank  then 
measures  the  credit  of  the  buyer  directly,  and  not  the  seller. 
The  latter  only  measures  the  credit  of  the  poorer  accounts 
which  do  not  take  the  discount,  and  himself  borrows  from 
the  bank  in  turn  in  order  to  obtain  funds  with  which  to 
carry  these  accounts.  He  thus  in  effect  guarantees  such 
accounts  to  the  banking  system.  He  then  has  either  a  con- 
tingent liability  on  the  receivables  he  has  discounted  or  a 
direct  liability  for  his  ovm  borrowings,  whereas  with  a  buyer 
who  takes  the  cash  discount  he  assumes  no  responsibility 
whatsoever. 

The  rate  of  cash  discount,  it  has  been  indicated,  exceeds 
the  rate  that  the  bank  charges  for  loans.  The  buyer  of 
inferior  standing  must  pay,  not  for  his  own  credit  risk,  but 
for  the  average  risk  of  his  entire  class.  He  helps  pay  the 
bad  debt  loss  caused  by  others,  as  well  as  the  collection  cost 
for  the  entire  class.  The  real  saving,  other  than  in  superior 
standing,  for  the  cash  discounter  has  been  indicated  as  fol- 
lows." A  discount  of  2  per  cent  ten  days,  with  net  terms 
of  thirty  days,  is  at  the  rate  of  36  per  cent  per  annum. 

ii/6id.,  p.  99. 
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Allowing  6  per  cent  as  interest,  30  per  cent  results  as  the 
value  of  credit.  But  the  buyer  cannot  keep  the  given  sum 
constantly  employed,  and  he  cannot  save  a  greater  sum  than 
is  offered  to  him  in  «ash  discounts.  The  discount  on  annual 
purchases  of  $40,000  under  these  terms  equals  $800.  If 
$8,000  capital  is  required  in  case  discounts  are  not  taken, 
and  $4,000  more  needed  to  carry  the  inventory  on  a  cash 
rather  than  a  time  basis,  $4,000  must  be  borrowed  at  a  cost 
of  6  per  cent  or  $240.  Thus  the  sum  saved  is  $560  or  14 
per  cent,  which  conversely  is  the  additional  sum  paid  by  the 
merchant  who  does  not  discount  his  biUs. 

The  Trade  Acceptance  System 

About  1912,  when  reform  of  the  banking  system  was  being 
actively  considered,  attention  was  directed  to  the  mercantile 
credit  system.  Critics  of  the  system  called  attention  to  the 
abuse  of  both  the  cash  discount  and  the  open  account,  and 
favored  instead  substitution  of  the  trade  acceptance.  This 
instrument  was  not  new,  but  had,  in  fact,  been  in  use  in  the 
United  States  before  the  Civil  War  and  was  extensively 
employed  in  settlement  of  commercial  transactions  in  Europe. 
A  period  of  gradual  progress  existed  up  to  1917,  when  it  was 
succeeded  by  an  active  campaign  to  extend  the  use  of  the 
acceptance.  Both  the  Federal  Reserve  Board  and  banks 
and  the  National  Association  of  Credit  Men  were  favorable 
to  the  acceptance  from  the  beginning,  and  at  the  opening 
of  the  second  period  a  special  body,  the  American  Trade 
Acceptance  Council,  was  formed  to  push  the  work.  A  post- 
war period,  dating  from  about  the  end  of  1919,  was  ushered 
in  by  friends  and  foes  alike  calling  attention  to  abuses  in 
practice  by  some  users  of  the  instrument,  and  is  characterized 
by  much  more  modest  claims  for  its  efficiency  and  a  more 
limited  field  of  use. 

The  theory  underlying  these  proposals  for  a  credit  system 
based  upon  the  trade  acceptance  is  simple  and  enticing.  A 
trade  acceptance,  being  a  draft  or  bill  of  exchange  arising 
out  of  an  actual  commercial  transaction  between  the  drawer 
and  the  buyer  who  accepts  it,  or  a  series  of  such  transac- 
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tions,  is  double-name  paper  and  possesses  a  self-liquidating 
quality  of  which  it  bears  evidence  on  its  face.  Hence  it  is 
regarded  as  a  prime  credit  instrument  far  superior  to  the 
promissory  note,  which  is  unrelated  to  any  specific  mercantile 
transaction  and  may  arise  just  as  readily  from  investment 
or  speculative  operations. 

"Whether  or  not  the  system  is  preferable,  depends  upon 
several  questions :  which  agency  is  better  for  credit  measure- 
ment and  where  should  such  measurement  be  made;  and 
which  method  of  credit  measurement  is  better.  Under  the 
trade  acceptance  system,  the  seller  measures  the  buyer's 
credit,  and  the  seller's  bank  rechecks  the  credit,  while  under 
the  cash  discount  system  checking  by  the  local  bank  at  point 
of  consumption  occurs  for  the  superior  risks.  Little  abstract 
advantage  appears  on  either  side,  and  it  may  be  observed 
that  under  the  cash  discount  system  now  prevailing  in  the 
United  States,  attempt  is  made  to  vary  the  manner  of  credit 
measurement  and  finance  acc9rding  to  the  needs  of  the  par- 
ticular situation.  Moreover,  the  present  system  adopts  a  line 
of  credit  measurement  which  looks  to  the  entire  set  of  future 
transactions  that  the  borrower  undertakes,  from  which 
liquidating  power  must  develop,  and  which  is  more  economical 
by  grouping  a  buyer 's  entire  transactions,  both  purchases  and 
sales,  for  purposes  of  analysis.  In  view  of  these  facts,  the 
mere  form  of  the  instrument  cannot  be  cited  as  evidence  of 
a  safer,  more  elastic  basis  for  the  credit  system,  or  a  better 
basis  for  an  open  discount  market. 

Accordingly,  the  trade  acceptance  has  been  introduced 
alongside  of,  and  as  an  adjunct  to,  the  existing  cash  discount 
system,  and  has  been  subject  to  all  the  limitations  of  intro- 
duction in  such  a  manner.  It  has  been  used  more  largely 
by  manufacturers,  for  the  leading  wholesale  lines  have  been 
strongly  opposed  to  it,  especially  where  terms  are  short.  It 
is  used  extensively  in  certain  lines  where  terms  are  rather 
long,  such  as  leaf  tobacco  and  jewelry,  and  where  some  of 
the  buyers  often  receive  note  rather  than  open  account  terms. 
Much  of  the  current  use  of  the  acceptance  in  other  lines 
has  been  in  the  same  general  manner — as  a  collection  instru- 
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ment  on  that  part  of  the  seller's  accounts  which  might  be 
slow  if  allowed  to  run  on  open  account.  In  other  lines,  such 
as  agricultural  implements  and  lumber,  use  of  the  acceptance 
represents  a  desire  to  substitute  a  formal  credit  instrument  in 
the  case  of  all  those  who  take  the  net  terms.  Season  datings, 
e.g.,  on  automobile  tires,  provide  another  field  of  use,  and 
give  the  seller  an  acceptance  evidencing  the  season  shipment, 
while  subsequent  current  shipments  are  made  on  open 
account. 

On  his  part,  the  seller,  it  is  claimed,  obtains  certain  ad- 
vantages through  the  use  of  the  acceptance.  They  include 
increased  capital  turnover  through  somewhat  greater  bor- 
rowing facilities  at  banks,  reduced  credit  losses,  elimination 
of  friction  between  buyer  and  seller  (whether  through  abuse 
of  credit  or  controversy  over  correctness  of  the  transaction) 
and  effective  collection  aid.  As  against  these  advantages  lie 
the  difBculty  of  meeting  competition  from  those  who  permit 
open  account  settlement,  the  possible  reluctance  of  buyers  to 
commit  themselves  as  heavily  in  making  purchases,  and  the 
necessity  of  assuming  a  contingent  liability  when  discounting 
the  acceptance.  For  the  buyer,  a  spur  is  provided  to  con- 
duct his  business  more  effectively,  buy  more  cautiously,  and 
press  his  own  collections,  so  as  to  be  able  to  meet  his  out- 
standing acceptances.  But  this  spur  is  not  required  by  the 
good  merchant,  while  the  credit  relationship  is  changed  if  the 
instrument  is  presented  to  him  for  collection  by  a  discounting 
bank.  The  banker,  on  his  part,  has  objected  to  the  additional 
work  involved  in  handling  acceptances  and  has  displayed  no 
great  enthusiasm  to  take  over  the  general  checking  of  trade 
credits  as  embodied  in  trade  acceptances. 

Anticipation  Rates  and.  Past  Due  Rates 

Trade  custom  is  largely  instrumental  in  governing  allow- 
ances for  anticipation  of  a  bill  and  penalties  for  delay.  An 
illustration  will  make  this  plain.  The  regular  terms  of 
manufacturers  of  broad  silks  are  6  per  cent  ten  days,  sixty 
extra.  Strictly  speaking,  such  a  bill  is  due  in  seventy  days, 
less  a  discount  of  6  per  cent,  which  is  really  a  trade  dis- 
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count.     General  practice,  however,  grants  the  buyer  several 
options : 

1.  If  no  dating  is  desired,  terms  are  understood  to  be  7  per 
cent  ten  days,  calling  for  $930  on  a  $1,000  biU  of  goods. 

2.  If  payment  is  made  sometime  between  the  tenth  and 
the  seventieth  day,  interest  for  the  anticipated  time  at  the 
legal  or  current  rate  is  deducted  from  the  net  amount  of 
$940  due  at  the  close  of  seventy  days.  But  some  houses, 
instead,  permit  deduction  of  7  per  cent,  and  addition  of 
interest  at  the  rate  of  6  per  cent  a  year  or  1  per  cent  a  month 
on  the  net  amount  of  $930. 

3.  If  payment  is  made  after  seventy  days,  interest  is  added 
to  the  gross  amount  of  $1,000  due  at  the  close  of  seventy 
days,  only  if  friendly  relations  with  the  buyer  have  been 
severed  or  he  has  become  insolvent.  Otherwise,  he  may 
merely  be  asked  to  pay  interest  only  on  the  net  amount  of 
the  bill  of  $940,  covering- the  period  of  delinquency,  or  inter- 
est may  even  be  entirely  waived.  Some  firms  instead  penalize 
the  delinquent  buyer  1  per  cent  of  the  discount  for  any 
delinquency,  2  per  cent  if  delinquent  thirty  days  or  more, 
3  per  cent  if  delinquent  sixty  days  or  more,  etc. 

Some  Special  Terms  ^^ 

A  number  of  abbreviations  are  in  more  or  less  common  use 
to-day. 

1.  C.B.D.  terms.  Cash  before  delivery  terms  imply  utter 
absence  of  credit  extension.  They  are  almost  as  stringent  as 
cash  with  order  terms,  in  which  case  the  seller  will  not  even 
select  the  goods  for  the  purchaser  until  paid  for,  much  less- 
deliver  them.  Only  in  these  two  specific  cases  is  no  credit 
extended. 

2.  C.O.D.  terms.  Cash  on  delivery  terms  are  milder  than 
are  C.B.D.  terms.  The  purchaser  must  pay  before  he  receives 
the  goods,  but  the  seller  has  sufficient  confidence  in  the  buyer 
to  cause  him  to  manufacture  the  goods,  pack  them,  and  risk 
the  rejection.     If  rejected,  the  seller  pays  carrying  charges 

12  For  details,  see  R.  Young,  Industrial  Credits  (New  York  and 
London,  1927),  Chap.  XI. 
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both  ways,  along  the  same  route,  bears  the  cost  of  packing 
and  repacking,  and  runs  the  danger  of  damage  to  the  goods 
■while  in  transit,  or  depreciation  in  value.  Frequently,  espe- 
cially when  the  goods  are  made  to  order,  a  deposit  is  required 
from  the  buyer  as  a  guarantee  that  the  shipment  will  be 
accepted.  C.O.D.  terms  are  regular  in  some  lines  and  else- 
where are  used  on  poor  risks  or  slow-pay  customers.^^ 

"Where  shipment  is  made  by  freight,  terms  may  be  quoted  as 
S.D./B.L.  or  sight  draft  with  bill  of  lading  attached,  or  else 
arrival  draft,  as  a  substitute  for  C.O.D.  terms. 

3.  Cash  terms.  Cash  terms  involve  surrender  of  the  goods 
before  payment  is-  made,  and  differ  in  this  respect  from  both 
C.B.D.  and  C.O.D.  terms.  If  the  bill  is  not  paid,  the  seller 
can  only  resort  to  the  same  remedies  open  to  any  other 
credit  grantor.  Hence  they  actually  involve  credit  extension, 
though  only  for  a  period  sufficient  to  enable  the  buyer  to 
examine  the  goods  and  verify  the  invoice  before  acceptance 
and  payment.  Custom  has  caused  cash  terms  to  be  generally 
regarded  as  ten-day  terms.  Merchandise  sold  on  cash  terms 
is  usually  quoted  "net,"  without  discount,  and  the  same  is 
true  where  C.B.D.  or  C.O.D.  terms  are  used. 

4.  B.O.M.,  M.O.M.,  and  proximo  terms.  End  of  month  and 
middle  of  month  terms  both  grant  dating  additional  to  the 
period  fixed  by  the  terms  proper.  They  are  usually  granted 
as  an  accommodation,  rather  than  ostensibly  because  more 
time  is  desired,  and  are  found  where  a  number  of  purchases 
are  made  during  the  month. 

B.O.M.  terms  are  subject  to  serious  abuse.  A  concession 
■that  all  purchases  on  or  after  the  twenty-fifth  be  dated  as 
of  the  first  of  the  second  month  thereafter,  leads  the  buyer 
to  postpone  purchases  wherever  possible  until  the  twenty- 
fifth  of  the  month  so  as  to  obtain  thirty-five  days'  credit.  Or  '<ii» 
a  department  buyer  pleads  that  he  has  purchased  his  limit 
for  the  current  month,  ajid  desires  that  the  goods  be  billed 
the  following  month. 

13  E.  P.  Ettinger  and  D.  E.  Golieb,  Credits  and  Collections  (rev.  ed., 
New  York,  1926),  pp.  64-65to.,  say  that  since  the  intention  in  using 
such  terms  is  to  extend  no  credit,  currency  or  a  certified  check  should 
be  demanded,  not  the  mere  check  of  the  buyer. 
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M.O.M.  terms  are  much  less  common  than  are  E.O.M.  terms. 
Treated  in  the  same  way,  they  are  usually  used  in  conjunction 
with  B.O.M.  terms,  so  as  to  fix  two  payment  dates  per  month 
instead  of  one. 

Proximo  terms  are  similar  to  E.O.M.  terms,  the  date  of 
payment  falling  within  the  following  month.  The  textile 
industry  employs  the  designation  E.O.M.,  while  the  whole- 
sale grocery  and  automobile  tire  lines  instead  use  the  word 
proximo. 

5.  R.O.G.  and  A.O.G.  terms.  Eeceipt  of  goods  or  arrival 
of  goods  terms  indicate  that  the  terms  date  from  arrival  of 
goods  at  destination,  instead  of  from  the  more  usual  date 
of  shipment.  They  are  really  a  form  of  competitive  dating, 
whereby  all  purchasers  are  placed  upon  the  same  basis,  re- 
gardless of  distance  from  point  of  shipment.  They  are  espe- 
cially used  by  many  eastern  houses  in  selling  to  larger  western 
and  Pacific  Coast  concerns.  Often  they  are  limited  to  the 
discount  period,  and  the  net  terms  date  from  the  date  of 
shipment.  They  contain  an  unsatisfactory  feature  to  the 
shipper  in  that  he  does  not  know  the  date  of  arrival  and 
hence  may  be  imposed  upon  by  a  buyer  who  stretches  the 
discount  period  several  days.  The  seller  is  often  loath  to 
require  proof  of  delivery,  such  as  by  the  freight  receipt. 
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CHAPTER  III 

CREDIT  INSTRUMENTS 

Credit  is  embodied  in  and  evidenced  by  concrete  credit 
instruments.  These  instruments  are  now  available  in  great 
variety,  to  strengthen  and  protect  the  risk  under  the  various 
conditions  that  arise.  As  the  credit  system  develops,  certain 
instruments  may  be  abandoned  or  fall  into  comparative  dis- 
use, while  other  new  forms  may  be  devised,  or  old  ones 
modified  to  meet  new  conditions.  It  is  important  to  under- 
stand what  these  instruments  are,  how  they  are  used,  and 
the  general  legal  conditions  surrounding  their  use. 

Credit  instruments  used  primarily  for  commercial  pur- 
poses should  be  contrasted  with  those  used  primarily  for 
investment  operations.  The  latter  include  the  share  of  stock, 
the  bond  and  the  short  term  note.  Commercial  credit  instru- 
ments differ  widely  in  their  acceptability.  Those  of  general 
acceptability  are  represented  to-day  by  the  various  forms  of 
paper  money  in  the  United  States,  issued  both  by  the  govern- 
ment and  the  banks.  In  part,  this  acceptability  arises  from 
the  special  protective  devices  developed  to  insure  their  circu- 
lation. Those  of  more  or  less  limited  acceptability,  neverthe- 
less, often  serve  likewise  as  a  medium  of  exchange,  a  service 
made  possible  by  the  principle  of  negotiability.  It  is  with 
these  instruments  of  limited  acceptability  that  the  credit  man 
is  chiefly  concerned. 

In  their  form,  credit  instruments  are  either  promises  to 
pay  or  orders  to  pay.  The  chief  promises  to  pay  are  promis- 
sory notes,  bank  notes,  and  bank  deposits,  to  which  may  be 
added  open  book  accounts,  as  well  as  bonds.  The  chief  orders 
to  pay  are  drafts,  bills  of  exchange  and  checks.  A  draft 
may  be  converted  into  a  trade  or  banker's  acceptance  by 
adding  to  the  order  a  promise  to  pay  by  the  party  to  whom 
the  order  is  addressed,  namely,  the  drawee,  thereby  mani- 
festly strengthening  the  instrument. 
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The  Open  Book  Account 

Many  credit  transactions  are  evidenced  merely  by  entries 
in  the  books  of  account  of  business  concerns,  appearing  as 
"accounts  receivable"  in  the  books  of  sellers  or  lenders  and 
as  "accounts  payable"  in  the  books  of  buyers  or  borrowers.^ 
To  the  seller,  the  open  book  account  is  the  outgrowth  of  his 
written  record  of  his  transaction.  It  is  a  credit  instrument 
only  in  the  sense  that  it  is  the  seller's  personal  property  and 
may  be  sold  by  him  to  a  purchaser  who  acquires  the  same 
right  of  action  as  he  held. 

To-day  the  open  book  account  of  the  business  house  is 
buttressed  by  a  variety  of  additional  evidences  of  debt.  The 
manufacturer  or  wholesaler  usually  has  a  signed  written  order 
which  may  state  terms  and  conditions.  The  shipping  depart- 
ment's records,  the  invoice,  the  bill  of  lading  and  the  delivery 
receipt  all  evidence  the  transaction.  In  retail  trade,  the  de- 
tailed sales  slip,  generally  made  out  in  duplicate,  and  often 
signed  by  the  purchaser,  is  used. 

The  reasons  why  the  open  book  account  has  become  the 
characteristic  method  of  showing  credit  sales  in  modern  busi- 
ness are  readily  evident.  It  provides  a  quick  and  easy  way 
of  recording  the  sale,  minimizing  the  time  of  both  buyer  and 
seller.  Its  very  informality  stimulates  sales,  for  the  business 
man  might  think  twice  before  giving  a  note  or  trade  ac- 
ceptance. Its  flexibility  makes  it  adapted  to  the  cash  discount 
system,  wherein  the  buyer  may  either  exercise  the  option 
to  pay  cash  or  take  the  full  time  allowed  by  the  net  terms. 

On  the  other  hand,  the  very  informality  of  the  open  book 
account  gives  it  certain  elements  of  weakness.  "Whether  the 
terms  are  fixed  by  usage,  custom  or  contract,  the  fact  remains 
that  payment  occurs  through  the  voluntary  action  of  the 
debtor,  and  no  effective  method  exists  of  enforcing  prompt 
settlement.  Moreover,  the  open  book  account  is  not  prima 
'facie  evidence  of  the  existence  of  debt,  since  it,  unlike  most 
credit  instruments,  contains  no  acknowledgment  by  the  buyer 


1  The  deposit  account  of  the  cus^onjer  with  his  bank  affords  another 

jljustratioij. 
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of  his  debt.  Accordingly,  open  book  accounts  are  usually 
assigned  to  finance  companies  as  security  for  advances,  rather 
than  to  banks,  which  have  developed  no  specialized  technie 
for  handling  them. 

The  Promissory  Note 

A  promissory  note  is  defined  by  the  Federal  Reserve  Board 
in  its  Regulations  governing  paper  eligible  for  rediscount  at 
Federal  reserve  banks  as  "an  unconditional  promise,  in  writ- 
ing, signed  by  the  maker,  to  pay,  in  the  United  States,  at  a 
fixed  or  determinable  future  time,  a  sum  certain  in  dollars 
to  order  or  to  bearer.  "^  It  may  or  may  not  designate  the 
place  at  which  payment  is  to  be  made  by  the  maker  to  the 
payee. 

The  note  is,  therefore,  a  higher  form  of  credit  instrument 
than  the  open  book  account.  It  provides  a  positive  evidence 
of  debt;  it  definitely  fixes  time  and  amount  of  payment,  and 
is  a  more  effective  means  of  securing  prompt  payment;  and 
it  largely  precludes  the  possibility  of  dispute  as  to  quality 
of  goods. 

These  characteristics  serve  to  indicate  the  field  of  useful- 
ness of  the  promissory  note.  In  general  business  (confining 
attention  to  its  commercial  as  distinct  from  its  noncommer- 
cial uses),  the  inferior  risk  alone  is  required  to  give  a  note 
rather  than  to  buy  on  open  account;  and  the  matured  debt 
on  which  an  extension  of  time  is  granted  finds  a  note  substi- 
tuted for  the  previous  open  account.  Only  in  certain  indus- 
tries, such  as  jewelry  and  lumber,  in  which  terms  are  long, 
have  notes  been  regularly  used  instead  of  the  customary  open 
book  accounts. 

Consumers,  too,  rarely  give  notes  other  than  for  installment 
purchases.  On  the  other  hand,  the  promissory  note  is  the 
standard  form  in  which  loans  at  banks  are  obtained.  The 
business  man  borrows  on  his  own  single  name  paper,  and  in 
lines  where  note  settlements  by  his  customers  are  usual,  may 

2  The  Federal  Reserve  Board's  definitions  follow  the  Uniform  Nego- 
tiable Instruments  Law  closely.  They  are  used  here  because  they 
indicate  the  requirements  as  to  form  necessary  in  order  to  have  the 
paper  eligible  for  rediscount  at  Federal  reserve  banks. 
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Tig.  1.   Collateral  Note 

$ N.y i9--- 

On  demand,  foe  value  beceived,  the  undersigned 
promises  to  pay  to  the  order  of  THE  NATIONAL  CITY  BANK  OF 
NEW  YORK,    (hereinafter  called  the  Bank),  at  its  head  office  or 

BBANCH   AT     


DOLLARS, 

in  United  States  gold  coin  or  its  equivalent,  with  interest  from  the 

date  hereof,  at  the  rate  of per  cent,  per  annum, 

having  deposited  with  the  Bank,  as  collateral  security  for  the  payment 
of  this  note,  or  any  note  given  in  extension  or  renewal  thereof,  as  well 
as  for  the  payment  of  any  other  obligation  or  liability,  direct  or  con- 
tingent, of  the  undersigned,  or  any  of  them,  to  the  Bank,  due  or  to 
become  due,  whether  now  existing  or  hereafter  arising,  the  following 
property,  viz.: 


of  a  market  value  estimated  by  the  undersigned  at  $ ; 

and  the  undersigned  agrees  to  deliver  to  the  Bank  additional  securi- 
ties, or  to  make  payments  on  account  to  its  satisfaction,  should  the 
market  value  of  the  said  securities,  as  a  whole,  suffer  any  decline.  The 
undersigned  hereby  gives  to  the  Bank  a  lien  for  the  amount  of  all  such 
obligations  and  liabilities  upon  all  the  property  or  securities  now  or  at 
any  time  hereafter  given  unto  or  left  in  the  possession  of  the  Bank  by 
the  undersigned,  whether  for  the  express  purpose  of  being  used  by  the 
Bank  as  collateral  security,  or  for  any  other  or  different  purpose,  and 
also  upon  any  balance  of  the  deposit  account  of  the  undersigned,  with 
the  Bank. 

On  the  non-performance  of  this  promise,  or  upon  the  non-payment 
of  any  of  the  obligations  or  liabilities  above  mentioned,  or  upon  the 
failure  of  the  undersigned,  forthwith,  with  or  without  notice,  to  furnish 
satisfactory  additional  securities,  or  to  make  payments  on  account,  in 
case  of  decline,  as  aforesaid,  or  in  case  of  insolvency,  bankruptcy,  or 
failure  in  business  of  the  undersigned,  then  and  in  any  such  case, 
this  note  and  all  other  obligations  and  liabilities,  direct  or  contingent, 
of  the  undersigned  shall  forthwith  become  due  and  payable,  without 
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demand  or  notice;  and  full  power  and  authority  are  hereby  given 
to  the  Bank  to  sell,  assign,  and  deliver  the  whole  of  the  said  securities, 
or  any  part  thereof,  or  any  substitutes  therefor,  or  any  additions 
thereto,  or  any  other  securities  or  property  given  unto  or  left  in  the 
possession  of  the  Bank  by  the  undersigned,  whether  for  the  express 
purpose  of  being  used  by  the  Bank  as  collateral  security,  or  for  any 
other  or  different  purpose,  or  in  transit  to  or  from  the  Bank,  by  mail 
or  carrier,  for  any  of  the  said  purposes,  at  any  broker's  board,  or  at 
public  or  private  sale,  at  the  option  of  the  Bank,  without  either  de- 
mand, advertisement  or  notice  of  any  kind,  all  of  which  are  hereby 
expressly  waived.  At  any  such  sale,  the  Bank  may  itself  purchase 
the  whole  or  any  part  of  the  property  sold,  free  from  any  right  of 
redemption  on  the  part  of  the  undersigned,  which  is  hereby  waived 
and  released.  In  case  of  any  sale  or  other  disposition  of  any  of  the 
property  aforesaid,  after  deducting  all  costs,  or  expenses  of  every  kind 
for  collection,  sale  or  delivery,  the  Bank  may  apply  the  residue  of 
the  proceeds  of  the  sale  or  sales  so  made,  to  pay  one  or  more  or 
all  of  the  said  obligations  or  liabilities  to  it,  whether  then  due  or  not 
due,  making  proper  rebate  for  interest  on  obligations  or  liabilities  not 
then  due,  and  returning  the  overplus,  if  any,  to  the  undersigned,  who 
agrees  to  be  and  remain  liable  to  the  Bank  for  any  deficiency  arising 
upon  such  sale  or  sales.  The  undersigned  does  hereby  authorize  and 
empower  the  Bank,  at  its  option,  at  any  time,  to  appropriate  and  apply 
to  the  payment  and  extinguishment  of  any  of  the  obligations  or  lia- 
bilities, hereinbefore  referred  to,  whether  now  existing  or  hereafter 
contracted  and  whether  then  due  or  not  due,  any  and  all  moneys  now 
or  hereafter  in  the  hands  of  the  Bank,  on  deposit  or  otherwise,  to  the 
credit  of  or  belonging  to  the  undersigned. 

The  Bank  may  transfer  this  note  and  may  deliver  the  said  collateral 
security  or  any  part  thereof  to  the  transferee  or  transferees,  who  shall 
thereupon  become  vested  with  all  the  powers  and  rights  above  given 
to  the  Bank  in  respect  thereto;  and  the  Bank  shall  thereafter  be  for- 
ever relieved  and  fully  discharged  from  any  liability  or  responsibility 
in  the  matter.  No  delay  on  the  part  of  the  holder  hereof,  in  exercising 
any  rights  hereunder,  shall  operate  as  a  waiver  of  such  rights. 

supplement  his  own  straight  or  unsecured  line  of  credit  by 
a  line  against  customers '  paper.  When  necessary,  he  strength- 
ens his  note  by  indorsement  or,  in  certain  industries,  by  ware- 
house receipts.  When  borrowing  for  personal  purposes,  he 
pledges  securities  or  other  collateral  for  his  note.  The  type 
of  provisions  that  banks  insert  in  the  notes  evidencing  their 
collateral  loans  is  evident  from  the  form  reproduced  in  Fig- 
ure 1.  A  special  form  of  note,  the  so-called  "judgment 
note,"  which  simplifies  collection,  but  the  use  of  which  is 
precluded  by  statute  in  all  but  a  few  states,  is  reproduced 
in  Figure  2.  This  form  permits  entry  of  judgment  at  any 
time,  before,  at,  or  after  maturity,  and  therefore  is  non- 
negotiable,  while  another  form  confesses  judgment  only  if 
paid  at  maturity,  and  is  negotiable. 
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The  bank  note  may  be  regarded  as  a  special  form  of 
promissory  note  payable  on  demand.  The  same  is  true  of 
the  various  forms  of  government  paper  money,  other  than  the 
gold  certificate,  which  in  essence  is  a  warehouse  receipt  for 
equivalent  gold  held  in  the  Treasury.     The   certificate  of 
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Fig.  2.    Judgment  note 

deposit  issued  by  a  bank  may  be  classed  as  a  form  of  promis- 
sory note,  payable  according  to  its  terms. 

The  Draft  and  Bill  of  Exchange;  the  Trade  Acceptance 

A  draft  or  bill  of  exchange  is  defined  by  the  Federal  Re- 
serve Board  in  its  Regulations  governing  paper  eligible  for 
rediscount  at  Federal  reserve  banks  as  "an  unconditional 
order  in  writing,  addressed  by  one  person  to  another,  signed 
by  the  person  giving  it,  requiring  the  person  to  whom  it  is 
addressed  to  pay  in  the  United  States,  at  a  fixed  or  deter- 
minable future  time,  a  sum  certain  in  dollars  to  the  order 
of  a  specified  person."  The  payee  is  frequently  the  same 
person  as  the  drawer,  so  that  the  three  parties  in  the  instru- 
ment may  reduce  themselves  to  two — a  drawer  and  a  drawee. 
In  domestic  trade,  the  instrument  is  usually  called  a  "draft,"- 
in  foreign  transactions  a  "bill  of  exchange."  Classified  ac- 
cording to  tenor  or  usance,  sight  or  demand  drafts  are  to 
be  distinguished  from  arrival  drafts  payable  upon  arrival 
of  goods  at  destination,  and  from  time  drafts  payable  at  a 
fixed  future  date,  either  a  definite  date  or  a  fixed  time  after 
sight. 
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The  time  draft  has  the  drawback  of  its  arising  out  of  the 
creditor's  initiative  rather  than  the  debtor's  promise  to  pay. 
A  necessary  step  is  for  the  drawee  to  signify  his  intention  to 
honor  it  by  writing  the  word  "accepted"  across  its  face 
and  by  signing  it ;  in  other  words,  by  the  act  of  acceptance, 
to  convert  it  into  either  a  trade  or  a  banker's  acceptance. 
The  sight  or  arrival  draft,  with  bill  of  lading  attached,  is 
often  called  the  bill-of -lading  draft,  and  is  extensively  used 
in  connection  with  shipments  of  the  great  agricultural  staples, 
such  as  grain.  The  sight  draft  was  extensively  used  some 
decades  ago  by  credit  men  as  a  collection  instrument,  being 
drawn  upon  a  debtor  who  was  allowing  an  open  account  to 
run  past  due,  and  being  sent  for  collection  through  a  bank. 
It  has  lost  much  of  its  former  efficacy  to-day. 
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Fig.  3.    Teade  aoceptancb 

A  trade  acceptance  is  defined  by  the  Federal  Reserve  Board 
ia  the  Regulations  already  mentioned  as  "a  draft  or  bill  of 
exchange,  drawn  by  the  seller  on  the  purchaser  of  goods 
sold,  and  accepted  by  such  purchaser."  As  such,  it  is  not 
merely  an  accepted  draft,  but  one  arising  out  of  an  actual 
business  transaction.  This  is  evident  from  the  discussion  in 
the  preceding  chapter,  as  well  as  from  consideration  of  the 
form  adopted  by  the  American  Trade  Acceptance  Council 
and  reproduced  in  Figure  3.  Accordingly,  too,  it  should 
properly  be  employed  only  for  current  transactions  and  not 
for  renewals  or  for  closing  past  due  accounts. 

Besides  the  trade  bills  just  mentioned,  drawn  by  one  busi- 
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ness  concern  on  another,  there  are  bankers'  bills  or  drafts 
drawn  by  one  bank  on  another.  These  are  considered  below 
in  connection  with  checks.  Where  the  drawer  is  a  business 
concern  and  the  drawee  a  bank,  a  banker's  acceptance  or  a 
bank  check  is  used.  Another  classification  of  bills  of  ex- 
change is  based  upon  their  purpose.  Commercial  bills  de- 
signed to  finance  actual  trade  transactions  are  contrasted 
with  finance  bills  used  to  make  payment,  transfer  balances, 
or  borrow  funds.  The  former,  it  wiU  be  seen,  are  usually 
documented,  while  the  latter,  unaccompanied  by  shipping 
documents,  are  termed  clean  bills. 

The  Banker's   Acceptance  and  the  Commercial  Letter  of 
Credit 

A  banker's  acceptance  is  defined  by  the  Federal  Reserve 
Board  in  its  Regulations  governing  paper  eligible  for  re- 
discount at  Federal  reserve  banks  as  "a  draft  or  biU  of 
exchange,  whether  payable  in  the  United  States  or  abroad 
and  whether  payable  in  dollars  or  some  other  money,  of 
which  the  acceptor  is  a  bank  or  trust  company,  or  a  firm, 
person,  company,  or  corporation  engaged  generally  in  the 
business  of  granting  bankers'  acceptance  credits."  The  bank 
substitutes  its  credit  for  that  of  the  individual.  The  latter — 
or  his  creditor — is  thereby  enabled  to  obtain  the  necessary 
funds  from  another  institution  which  possesses  them.  Such 
substitution  of  credit  is  obviously  but  little  needed  in  domestic 
trade.  In  foreign  trade,  however,  the  banker's  acceptance 
is  extensively  employed.  The  seller,  e.g.,  may  draw  a  trade 
bill  on  the  buyer,  with  shipping  documents  attached,  which 
his  bank  will  forward  for  collection.  At  the  same  time,  he 
may  finance  himself  by  drawing  a  bill  upon  his  own  bank, 
which  the  latter  accepts,  and  which  he  then  sells  in  the* 
market,  taking  it  up  at  maturity  with  the  proceeds  of  the 
collected  trade  bill. 

In  foreign  trade  financing,  however,  bankers'  acceptances 
are  usually  drawn  under  commercial  letters  of  credit  opened 
by  the  buyer  on  behalf  of  the  seller.  The  commercial  letter 
of  credit  is  an  instrument  drawn  by  a  bank,  known  as  the 
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THE  NATIONAL  CITY  BANK  OF  NEW  YORK 

SB  WAU.  STREET 
IRHByoCABLECREDrT  NO. 

NEW  YORK 


DEAR  SIRSi 

WE  HEREBY  AUTHORIZE  YOU  TO  VALUB  ON 

FOR  ACCOUNT  OF 

UP  TO  THE  ASaREOATE  AMOUNT-  OP 

AVAILABLE  BY  YOUR  DRAFTS  AT 

TO  BE  ACCOMPANIED  BY  CONSULAR  INVOICE 

DRAWN  TO  THE  ORDER  OP 

AND  COMMERCIAL  INVOICE  EVIDENCINO  SHIPMENT  OP 


INVOICE  COST 
BILIA  OP  LADING 


BILLS  OP  LADING  MUST  BE  qA>dD>UA>'lATER  THAN 
BILLS  OP  EXCHANGE  MUST  BE  NEOOTIAnDiWaT  LATER  THAN 

A  COPY  OP  THE  CONSULAR  INVOICE.  COMMERCIAL  INVOICE,  AND  ONE  BILL  OP  LADINO  MUST  BE  FORWARDED 
SY  FIRST  MAIL  DIREXTT  TO 

ATTACHING  TO  THE  DRAFT  A  STATEMENT  TO  THAT  EFFECT.        ALL  REMAINING  OOCUMQfTS  MUST  ACCOMPANY   THE 
DRAFT. 

THE  AMOUNT  OP  ANY  DRAFT  DRAWN  UNDER  THIS  CREDIT  IS  TO  BEEN  DO  RSEDON  THE  REVER9ESIDE  HEREOF. 

WE  HEREBY  AGREE  WITH  THE  DRAWERS,  ENDORSERS  AND  BONA  PIDE  HOLDERS  OF  DRAFTS  DRAWN  UNDER 
AND  IN  COMPUANCE  WITH  TNETERMS  OP  THIS  CREDIT  THAT  THESAME  SHALL  BE  DULY  HONORED  ON  DUE  PRESENTA- 
TION TO  THE  DRAWEE.  - 


YOURS  VERY  TRULY. 

THE  NATIONAL  CIYY  BANK  OP  NEW  YORK 


Fig.  4.    Commercial  letter  of  credit 

'* credit  issuing  bank,"  in  behalf  of  one  of  its  customers, 
known  as  the  "principal,"  to  draw  drafts  upon  it  in  accord- 
ance with  the  stipulations  contained  in  the  letter.  The  letter 
also  authorizes  another  bank  at  home  or  abroad,  known  as 
the  ''credit  notifying  or  negotiating  bank,"  to  purchase  such 
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Pis.  5.    Acceptance  Agreement 
DOCUMENTARY  ACCEPTANCE  CREDIT  AGREEMENT  No 

THE  KATIONAL  CITY  BANK  OF   NEW  YORK, 

NEW   YOBK,    N.    Y.  19  ...  . 

Dear  Sirs: 

In  consideration  of  your  accepting  for  our  account  in  reliance  hereon, 
at  your  option,  any  one  or  more  of  any  drafts  designated  at  any  time 
or  times,  by  us,  or  any  of  us,  we  jointly  and  severally  agree  as  follows: 

(1)  We  agree  to  pay  to  you,  your  successors  or  assigns,  at  your 
New  York  office,  in  United  States  currency,  the  amount  out  of  each  such 
acceptance,  on  the  last  business  day  before  its  maturity  or,  upon 
demand,  at  any  time  prior  thereto,  together  with  the  amount  of  your 
commission  at  such  rate  or  rates  as  you  may  fix  and  the  amount  of 
all  charges  and  expenses  paid  or  incurred  by  you  in  the  premises. 

(2)  We  undertake  and  represent  that  all  drafts  which  we  may  at 
any  time  or  times  designate  for  acceptance  by  you,  hereunder  will  be 
drafts  which  (a)  grow  out  of  transactions  involving  the  importation  or 
exportation  of  goods;  or  (b)  grow  out  of  transactions  involving  the 
domestic  shipment  of  goods  and  have  shipping  documents  conveying 
or  securing  title  attached;  or  (c)  are  secured  throughout  the  life  of 
the  relative  acceptance  by  warehouse  receipts  or  other  such  docu- 
ments conveying  or  securing  title  covering  readily  marketable  staples, 
and,  upon  each  acceptance  by  you  of  any  such  drafts,  we  will,  as  you 
may  prefer,  deliver  to  you  or  deliver  for  your  account  to  such  corre- 
spondent as  you  may  approve,  in  the  above  cases  (a)  and  (b)  all 
shipping  and  other  documents  relative  to  the  goods  being  or  to  be 
imported,  exported  or  shipped  in  the  transactions  relative  to  which 
the  drafts  in  such  cases  are  drawn,  and  in  the  above  case  (c)  the 
warehouse  receipts  or  other  such  documents  conveying  or  securing  title 
covering  readily  marketable  staples  against  which  as  security  the 
drafts  in  such  case  are  drawn;  it  being  further  agreed  that  all  docu- 
ments in  each  such  case  shall  be  satisfactory  to  you,  shall  be  issued 
by  some  one  other  than  the  drawer  of  the  relative  drafts  and  in  the 
above  cases  (a)  and  (b)  cover  goods,  and  in  the  above  case  (c)  cover 
readily  marketable  staples,  as  described  in  such  documents,  of  a  market 
value  estimated  by  us  at  not  less  than  25%  in  excess  of  the  face 
amount  of  the  relative  acceptance;  and  relative  to  drafts  heretofore  or 
hereupon  accepted  by  you  hereunder,  we  herewith  deliver  or  designate 
to  be  held  for  your  account,  the  following: 

Bills  of  Lading   

Warehouse    Receipts    


covering  goods  or  readily  marketable  staples,  as  therein  described  of  a 
market  value  estimated  by  us  at  $ 


[continued  on  following  pagesji 
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drafts.  These  drafts  may  be  drawn,  in  certain  cases,  upon 
a  correspondent  of  the  institution  issuing  the  credit.  The 
operation  of  the  commercial  letter  of  credit  as  an  instrument 
whereunder  bankers'  acceptances  may  be  created  will  be  clear 

(3)  We,  and  each  of  us,  hereby  recognize  and  admit  your  ownership 
and  unqualified  right  to  the  possession  and  disposal  of  the  above 
described  documents,  as  well  as  of  all  other  bills  of  lading,  warehouse 
receipts  and  other  documents  at  any  time  held  by  you  or  held  for 
your  account  by  any  correspondent  of  yours,  and  relative  to  any  draft 
or  drafts  accepted  by  you  hereunder,  and  of  all  goods,  readily  market- 
able staples  or  other  property  be  released  to  us,  or  any  of  us,  or  to 
any  other  person  at  our  request,  on  trust  or  bailee  receipt,  and  in 
and  to  all  of  the  proceeds  of  the  foregoing,  all  as  security  for  the 
payment  of  all  obligations  or  liabilities  of  us,  or  any  of  us,  to  you 
hereunder,  as  well  as  for  the  payment  of  all  other  obligations  and 
liabilities  of  us,  or  any  of  us,  to  you,  direct  or  contingent,  due  or  to 
become  due  and  whether  now  existing  or  hereafter  arising,  and  we, 
and  each  of  us,  also  hereby  give  you  a  lien,  for  the  payment  of  all 
such  obligations  and  liabilities,  upon  all  cash,  stocks,  bonds  and  other 
securities  and  all  other  property  of  every  name  and  nature  whatso- 
ever, whether  real,  personal  or  mixed,  which  may  now  or  hereafter 
belong  to  us,  or  any  of  us,  or  in  which  we,  or  any  of  us,  may  have 
any  interest,  and  which  may  now  or  hereafter  be  delivered,  conveyed, 
transferred,  assigned  or  paid  to  you,  or  come  or  have  come  into  your 
possession  or  control  or  into  the  possession  or  control  of  any  one 
for  you  in  any  manner  whatsoever,  whether  expressly  as  security,  for 
safekeeping  or  otherwise,  including  all  bills  of  lading,  warehouse  re- 
ceipts and  other  documents  and  all  goods,  readily  marketable  staples 
and  other  property  covered  thereby  and  all  such  property  consigned 
to  or  by  you  or  any  one  on  your  behalf,  and  all  items  received  for 
collection  or  transmission  and  the  proceeds  thereof,  whether  or  not 
all  or  any  of  such  documents  or  property  be  released  to  us,  or  any 
of  us,  or  to  any  other  person  at  our  request,  on  trust,  or  bailee 
receipt,  and  each  and  all  of  us,  upon  demand,  or,  should  the  market 
value  of  the  documents  held  by  you,  or  held  for  your  account  hy  any 
correspondent  of  yours  relative  to  the  draft  or  drafts  accepted  by 
you  hereunder,  at  such  time  outstanding,  and  of  the  goods,  readily 
marketable  staples  or  other  property  covered  by  such  documents,  as  a 
whole,  suffer  any  decline,  without  demand  will  deliver  to  you  or  for 
your  account  to  such  person  as  you  may  designate,  other  documents, 
securities  or  other  property  of  a  character  and  value  satisfactory  to 
you  as  additional  security  for  the  payment  of  any  and  all  of  our  obli- 
gations and  liabilities  above  described,  or  make  such  cash  payments 
tiiereon  as  you  may  require. 

(4)  In  extension  and  not  in  limitation  of  our  rights  and  powers, 
we  agree  that  you  and  your  correspondent  may  act  and  rely  upon  any 
verbal,  written,  telegraphic  or  other  instructions  or  representations  by 
us,  or  any  of  us,  or  by  any  agent  or  officer  of  us,  or  any  of  us,  on 
our  behalf,  in  the  premises,  including  any  such  instructions  or  repre- 
sentations regarding:  the  sale,  extension,  renewal,  discharge  or  other 
disposition  of  any  drafts  accepted  by  you  hereunder,  or  the  disposition 
of  any  proceeds  thereof;  the  transfer,  substitution,  sale,  pledge,  deliv- 
ery or  other  disposition  of  any  bills  of  lading,  warehouse  receipts  or 
other  documents  held  by  you  or  held  for  your  account  by  any  corre- 
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from  the  form  reproduced  in  Figure  4.  An  acceptance  agree- 
ment is  reproduced  in  Figure  5. 

Commercial  letters  of  credit  present  a  great  number  of 
technical  questions  which  affect  the  security  of  the  beneficiary. 

spondent  of  yours  relative  to  any  of  sucli  drafts;  the  insurance  or 
shipment,  warehousing,  cartage  or  other  disposition  of  any  goods, 
readily  marketable  staples  or  other  property  covered  by  or  relative 
to  any  such  documents;  or,  the  disposition  or  handling  of  any  other 
property,  security  hereunder  or  any  proceeds  thereof,  and,  in  the 
absence  of  any  such  instructions  or  representations  you  or  your  corre- 
spondents may  take  or  omit  such  action  in  the  premises  as  you  or 
your  correspondents  may  deem  advisable  and  any  action  so  taken  or 
omitted  shall  be  binding  upon  us  and  each  of  us;  and  we,  and  each 
of  us  agree  to  hold  you  harmless  from  all  loss  in  acting  or  relying 
upon  any  such  instructions  or  representations  or  in  acting  or  omitting 
to  act  in  the  absence  of  such  instructions  and  to  reimburse  you  promptly 
upon  demand  for  the  amount  of  any  charges  or  expenses  paid  or  in- 
curred by  you  or  your  correspondents  in  the  premises. 

(5)  We  agree  to  procure  promptly  any  export  or  other  licenses  in 
connection  with  the  shipping  or  warehousing  of  any  goods,  readily 
marketable  staples  or  other  property  covered  by  any  documents  at 
any  time  held  by  you,  or  held  for  your  account  by  any  correspondent 
of  yours  relative  to  any  draft  or  drafts  accepted  by  you  hereunder, 
which  you  may  deem  necessary,  and  to  comply  with  all  governmental 
regulations  in  regard  to  the  shipping,  warehousing  or  financing  of  said 
property,  and  to  furnish  such  certificates  in  that  respect  as  you  may 
at  any  time  require;  to  keep  the  said  goods,  readily  marketable  staples 
or  other  property  insured  against  all  usual  risks  and  such  special 
risks  as  you  may  designate,  with  such  companies  and  in  such  amounts 
as  may  be  satisfactory  to  you,  and  to  assign  the  policies  or  certificates 
of  insurance  to  you,  or,  at  your  option,  make  the  loss  or  adjustment, 
if  any,  payable  to  you,  and  to  furnish  you  with  such  evidence  as  you 
may  require  in  that  respect;  and  to  pay  any  and  all  taxes  and  ship- 
ping, warehousing,  cartage  or  other  charges  or  expenses  upon  or  with 
regard  to  the  said  goods,  readily  marketable  staples  or  other  property 
and  to  furnish  you  with  such  receipts  or  other  evidence  in  that 
respect  as  you  may  at  any  time  require;  and  should  you  or  your 
correspondent  pay  for,  or  incur  any  liability  in  connection  with,  any 
above  mentioned  shipping  or  other  license  or  any  insurance,  tax,  ship- 
ping, warehousing,  cartage  or  other  charges,  we  will  satisfy  the  same 
or  reimburse  you   promptly   therefor   upon  demand. 

(6)  Upon  any  transfer,  sale,  delivery,  or  endorsement  of  any  bill 
of  lading,  warehouse  receipt  or  other  document  at  any  time  held  bv 
you,  or  held  for  your  account  by  any  correspondent  of  yours,  relative 
to  any  draft  or  drafts  accepted  by  you  in  reliance  hereon,  neither  vofl 
nor  any  of  your  correspondents  shall  be  responsible  for  the  genuineness 
or  validity  of  such  documents,  or  of  any  endorsements  thereon,  or  for 
any  difference  in  the  character,  quantity,  quality,  condition  or  value 
frnTUf  ^°,°-''  "f J^  "marketable  staples,  or  other  property 
from  that  expressed  in  such  documents  and  you  shall  not  be  responsible 
for  any  act,  neglect,  default,  omission,  insolvency  or  failure  in  buZess 
of  any  correspondent,  carrier  or  warehouseman,  nor  for  any  error 
omission,  interruption  or  delay  in  the  transmission  or  delivery  of  any 
messages  or  documents  by  mail  or  any  messages  by  telegraph.^wlrelfss 
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The  responsibility  of  the  two  banks  is  a  case  in  point.  A 
credit  which  is  revocable  by  the  issuing  bank  will  naturally 
be  unconfirmed  by  the  notifying  bank,  and  is  weakest. 
Stronger  is  a  credit  which  is  irrevocable  but  unconfirmed, 

or  other  usual  means  of  transmission,  whether  or  not  any  such  messages 
be  in  cipher. 

(7)  Upon  the  non-payment  of  principal  or  interest  when  due  on 
any  obligation  or  liability  of  us,  or  any  of  us,  herein  described,  or 
upon  the  failure  of  us,  or  any  of  us,  to  deposit  additional  security 
or  to  make  cash  payments  on  account  when  required  as  herein  pro- 
vided or  to  perform  any  other  promise  herein  contained,  or  in  ease 
of  the  filing  of  a  petition  in  bankruptcy  by  or  against  us,  or  any  of  us 
or  upon  the  application  for  the  appointment  of  a  receiver  for,  or  upon 
the  application  for  a  writ  of  attachment  against,  any  of  the  property 
of  us,  or  any  of  us,  or  in  case  of  the  failure  in  business  of,  or  the 
commission  of  any  act  of  insolvency  by  us,  or  any  of  us,  then  and 
in  any  such  ,case  all  obligations  and  liabilities  of  us,  and  of  any 
of  us,  to  you,  herein  described,  shall  thereupon  become  due  and 
payable  without  demand  or  notice  and  notwithstanding  any  credit  or 
time  allowed  to  us  by  any  instrument  or  agreement;  and  full  power 
and  authority  are  hereby  given  to  you  thereupon  or  at  any  time  or 
times  thereafter,  without  either  demand,  advertisement  or  notice  of 
any  kind,  all  of  which  are  hereby  expressly  waived,  to  appropriate 
any  or  all  of  said  cash,  securities,  documents,  goods  readily  market- 
able staples  or  other  property  of  us,  or  any  of  us,  security  hereunder, 
or  any  property  substituted  therefor,  or  added  thereto,  at  such  current 
value  as  you  may  estimate  the  property  so  appropriated  to  be  worth, 
and/or  to  sell,  assign,  and  deliver  the  whole  or  any  part  of  the  said 
property,  security  hereunder,  at  any  broker's  board,  or  at  public  or 
private  sale,  at  your  option,  either  for  cash  or  credit,  or  for  future 
delivery,  without  assumption  of  any  credit  risk  on  your  part,  and, 
in  case  of  any  such  appropriation  or  sale,  after  deducting  from  such 
property  appropriated  and/or  from  the  proceeds  of  such  sale  or  sales, 
any  or  all  costs  and  expenses  hereunder,  including  any  or  all  of  your 
commission  and  other  charges,  the  costs  of  any  said  sale  or  sales  and 
any  or  all  costs  and  expenses  for  care,  warehousing,  shipping,  cartage, 
insurance  and  taxes,  to  apply  the  remainder  of  any  property  so  ap- 
propriated by  you  and/or  the  residue  of  the  proceeds  of  any  such 
sale  or  sales,  in  full  or  partial  payment  of  any  one  or  more  of  all 
of  the  said  obligations  or  liabilities  of  us,  or  any  of  ua,  to  you, 
whether  except  for  this  agreement  such  obligations  or  liabilities  would 
then  be  due  or  not,  making  proper  rebate  for  interest  on  obligations 
and  liabilities  not  otherwise  then  due,  and  returning  the  overplus,  if 
any,  to  us,  who  agree  to  be  and  remain  liable  upon  all  of  said  obli- 
gations and  liabilities  or  any  part  thereof  not  satisfied  by  such  appli- 
cation of  property  appropriated  or  such  application  of  the  proceeds 
of  such  sale  or  sales.  At  any  said  sale  or  sales,  you  may  purchase 
the  whole  or  any  part  of  said  property  sold,  free  from  any  rights  of 
redemption  on  the  part  of  us,  or  any  of  us,  which  rights  are  hereby 
released. 

(8)  You  shall  not  be  deemed  to  have  waived  any  of  your  rights 
hereunder  by  any  act,  delay  or  omission  whatsoever  on  your  part, 
unless  you  or  your  authorized  agent  shall  have  signed  such  waiver 
in  writing,  and  no  such  waiver,  unless  expressly  so   stated,   shall  be 
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while  strongest  is  one  which  is  both  irrevocable  and  eon- 
firmed.' 

The  "authority  to  purchase"  is  similar  in  some  ways  to  the 
commercial  letter  of  credit,  but  the  shipper  draws  the  draft 
upon  the  importer  instead  of  upon  the  bank.  The  effect  is 
that  the  issuing  bank,  through  its  guaranty,  provides  a  bank 
to  negotiate  the  drafts  for  the  shipper.  The  instrument  is 
little  used  other  than  by  banks  in  the  Orient  in  connection 
with  imports  from  the  United  States. 

Negotiable  Instruments  * 

The  use  of  credit  instruments  to  transfer  ownership  of 
wealth  has  been  facilitated  by  development  of  three  legal 
principles :  salability,  transferability,  and  negotiability.  Each 
form  of  credit  instrument  possesses  these  attributes  in  vary- 
ing degrees,  apparently  as  required  by  the  use  to  which  it 
is  put. 

Credit  instruments  may  be  bought  and  sold  like  personal 

effective  as  to  any  transaction  occurring  or  breach  continued  subsequent 
to  the  date  thereof. 

(9)  This  agreement  shall  continue  in  full  force  and  effect  and  be 
binding  upon  us,  and  each  of  us,  and  our  respective  executors,  admin- 
istrators, successors  and  assigns,  and  shall  not  be  affected,  impaired 
or  released  by  the  death,  insolvency  or  dissolution  of  us,  or  any  of 
us,  or  by  the  death,  resignation  or  addition  of  any  partner  of  us, 
or  any  of  us,  provided  that  upon  receipt  by  you  of  written  notice 
signed  by  us,  or  any  of  us,  or  by  the  administrator  or  executor  of  any 
of  us,  and  the  receipt  from  you  of  such  notice  by  your  departments, 
branches  and  correspondents  concerned,  your  power  thereafter  to  accept 
any  draft  or  drafts  in  reliance  hereon  shall  end  and  determine. 

Yours  very  truly, 

(L.  S.) 

(L.  S.) 

(L.  S.) 

3  A  complete  discussion  is  contained  in  G.  W.  Edwards,  Foreign  Com' 
mercial  Credits    (New  York  and  London,   1922). 

*  For  details  see  S.  F.  Brewster,  Legal  Aspects  of  Credit  (New  York. 
1923),  pp.  403-428.  *  ' 
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property.  They  are  further  transferable  either  by  endorse- 
ment or  by  delivery.  In  addition,  a  negotiable  instrument 
possesses  certain  other  attributes  as  well.  In  a  general  way, 
it  differs  from  a  simple  contract,  or  "chose  in  action,"  in 
that  a  "bona  fide  purchaser  for  value,"  innocent  as  to  any 
irregularity  as  between  the  original  parties  to  the  contract, 
obtains  a  title  free  from  aU  personal  defenses  and  equities 
of  prior  parties.  A  purchaser  of  a  non-negotiable  instru- 
ment, however,  takes  the  instrument  subject  to  all  its  original 
defenses  and  is  apparently  supposed  to  protect  himself  by 
an  investigation  of  its  origin  and  history.  Every  negotiable 
instrument  is  deemed  prima  facie  to  have  been  issued  for  a 
valuable  consideration,  and  every  person  whose  signature 
appears  thereon  has  become  a  party  thereto  for  value. 

These  features  were  developed  in  order  to  facilitate  the  use 
of  the  instrument  as  a  means  of  making  payments.  This 
means  that  the  transferee  who  is  holder,  in  due  course,  and 
without  notice  obtains  a  better  title  than  was  held  by  the 
original  holder.  The  transferee  is  not  subject  to  the  personal 
defenses  of  fraud  in  the  inducement  (where  the  defrauded 
knew  the  objective  nature  of  his  act,  but  was  led  to  sign 
by  collateral  misrepresentation),  duress,  want  of  considera- 
tion, and  lack  of  title  in  the  transferor.  But  in  the  effort 
to  protect  the  maker  of  the  instrument,  the  transferee  is 
subject  to  the  defenses  of  fraud  in  the  factum  (where  the 
defrauded  did  not  know  the  objective  nature  of  his  act), 
provided  the  defrauded  was  not  negligent  and  there  was  no 
forgery,  alteration,  infancy,  or  other  want  of  capacity  of  the 
maker  to  contract,  or  voiding  of  the  contract  by  statute,  as 
with  a  gambling  contract. 

It  should  be  borne  in  mind  that  the  law  of  negotiable 
instruments  is  very  complex,  so  that  exceptions  to,  and  qualifi- 
cations of,  the  general  principles  just  stated  are  legion.  The 
early  requirements  for  negotiability  related  only  to  com- 
mercial credit  instruments  in  the  form  of  promissory  notes 
and  bills  of  exchange,  and  it  was  in  connection  with  them 
that  the  law  of  negotiability  arose.  It  had  its  inception  in  the 
customs  of  the  mercantile  world.     In  1756  Lord  Mansfield 
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expressed  and  molded  into  the  form  of  definite  legal  rules 
the  numerous  customs  that  have  grown  up  among  merchants 
in  connection  with  these  instruments.  He  made  the  "law 
merchant"  an  integral  part  of  the  great  body  of  English 
law,  which  was  transplanted  to  the  new  world.  In  the 
United  States  differing  interpretations  of  the  law  merchant 
led  to  a  movement  for  codification  about  1890.  In  1896  a 
negotiable  instruments  bill  was  finally  drafted,  which  has 
since  been  adopted  in  every  state  and  in  Alaska,  the  District 
of  Columbia,  Hawaii,  and  the  Philippine  Islands,  in  a  few 
instances  with  more  or  less  important  modifications.^ 

Conditions  of  Negotiability 

In  order  to  guard  against  fraud,  misrepresentation,  etc., 
the  Act  requires  that  an  instrument  to  be  negotiable  must 
meet  the  following  conditions: 

1.  It  must  be  in  writing  and  not  oral.  It  may  be  in 
writing  or  printing,  and  the  writing  may  be  in  a  legible 
manner  with  any  substance,  as  ink  or  pencil,  upon  any 
material  strong  enough  to  hold  together. 

2.  It  must  be  signed  by  the  maker  or  drawer.  Any  name 
by  which  the  signer  intends  to  be  bound  may  be  used,  in- 
cluding trade  names,  initials,  or  mark  or  character  intended 
to  be  the  signature.  The  signature  is  usually  placed  at  the 
close  of  the  instrument,  although,  if  it  is  clearly  meant  for 
a  signature,  it  may  be  placed  on  any  part  of  the  instrument. 

3.  It  must  be  payable  to  order  or  to  bearer,  or  contain 
other  words  showing  intent  to  execute  a  negotiable  paper. 
Such  intent  is  shown  by  the  words  "to  the  order  of,"  "or 
order,"  "or  bearer." 

4.  It  must  be  payable  in  money  only.  But  the  instrument 
may  give  the  holder  the  option  of  selecting  another  specified 
commodity. 

5.  The  amount  must  be  certain.  The  instrument  may  call 
for  payment  of  the  definitely  stated  amount  with  interest,  or 
in   stated   installments,    or   with   exchange — ^bank   collection 

0  For  a  good  digest  of  the  Negotiable  Instruments  Law,  see  Credit 
Manual  of  Commercial  Laws,   1930. 
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charges— or  with  cost  of  collection,  in  case  payment  is  not 
made  at  maturity.  The  sum  stated  in  words  governs,  unless 
ambiguous,  when  reference  may  be  had  to  the  figures  to  fix 
the  amount. 

6.  It  must  be  payable  to  bearer  or  a  designated  payee. 
While  it  is  not  necessary  to  name  the  specific  party,  it  must 
be  payable  to  a  person  or  persons  who  can  be  definitely  ascer- 
tained at  the  time  of  payment. 

7.  It  must  contain  an  unconditional  promise  or  order  to 
pay.«  It  is  not  unconditional  if  it  is  to  be  effective  only 
in  the  event  of  some  contingency,  nor  if  a  condition  might 
arise  that  would  render  it  of  no  effect.  Thus  it  is  not  uncon- 
ditional if  payment  is  to  be  limited  to  a  certain  fund.  The 
transaction  from  which  the  instrument  arises  may  be  stated, 
but  the  instrument  must  not  be  a  mere  acknowledgment  of 
the  receipt  of  money. 

8.  It  must  be  payable  at  a  fixed  or  determinable  time.  It 
must  therefore  be  payable  on  demand ;  on  or  before  a  certain 
date ;  a  certain  time  after  demand,  date  or  sight ;  or,  a  certain 
time  after  some  future  event,  certain  to  occur,  such  as  the 
death  of  a  person. 

If  date  of  payment  falls  on  Sunday  or  a  legal  holiday, 
payment  may  be  deferred  to  the  next  business  day,  and  time 
of  payment  is  further  qualified  by  ordinary  and  reasonable 
banking  and  business  hours.  The  instrument  is  not  invali- 
dated because  it  lacks  a  date;  in  this  case  the  date  when 
first  delivered  by  maker  or  drawee  becomes  the  date  of 
issuance  and  may  be  inserted  by  any  holder.  Nonessential, 
likewise,  is  omission  of  the  consideration  given  or  statement 
that  one  was  given,  or  omission  of  the  place  where  drawn 
or  where  payable. 

Process  of  Negotiation  and  Presentation 

Negotiation  means  the  transfer  of  a  negotiable  instrument 
from  one  person  to  another,  so  that  the  latter  is  the  legal 

8  Partial  or  qualified  acceptance,  whether  qualification  refers  to  time, 
parties,  place,  or  amount,  destroys  negotiability  unless  the  parties  to 
the  instrument  assent  to  the  qualification. 
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holder  and  has  all  the  rights  of  the  original  holder.    Nego- 
tiation is  accomplished  by  delivery  if  payable  to  bearer. 

Indorsement  may  be  either  on  the  instrument  itself  or  on  a 
paper  attached  to  it.  The  indorsement  must  relate  to  the 
entire  instrument ;  a  part  cannot  be  transferred,  or^  a  part 
to  one  party  and  the  remainder  to  another.  A  blank  indorse- 
ment is  the  mere  signature  of  the  indorser,  which  has  the 
effect  of  conveying  title.  A  special  indorsement  directs  pay- 
ment to  a  particular  person,  while  a  restrictive  indorsement 
may  omit  the  words  "to  the  order  of"  or  words  of  similar 
intent  and  forbid  the  indorsee  further  to  negotiate  the  in- 
strument, or  may  give  the  indorsee  title  only  for  a  specified 
purpose  such  as  "pay  to  X  to  pay  to  Y,"  or  "for  deposit 
to  the  credit  of  Z."  The  effect  is  to  make  the  indorsee  the 
agent  of  the  indorser  for  some  particular  purpose,  usually 
collection  or  deposit. 

The  obligation  of  an  indorser  to  a  transferee,  like  that  of 
the  drawer  of  a  bill,  is  that  the  indorser  will  pay  in  the 
event  that  the  maker  or  drawee  does  not,  provided  it  is  duly 
presented  for  payment  and  upon  refusal  is  protested  and 
notice  of  protest — or,  in  the  case  of  domestic  biUs  and  notes, 
notice  of  nonpayment — ^is  given  to  the  indorser.  The  con- 
tract of  the  maker  of  a  note  or  the  acceptor  of  a  bill  is  abso- 
lute, but  the  contract  of  the  indorser  and  of  the  drawer  of 
a  bill  is  conditional  upon  failure  of  maker  or  acceptor  to  pay 
upon  proper  protest  and  notice  to  him.  To  avoid  liability 
for  payment,  while  at  the  same  time  passing  title  to  the 
instrument,  the  indorsement  may  be  qualified  by  adding  the 
words  "without  recourse."  In  that  case,  the  indorser  still 
implies  that  the  instrument  is  genuine — ^that  is,  the  signature 
of  the  note  and  all  prior  indorsements  are  not  forgeries — and 
that  he  had  title. 

Presentment  and  demand  for  payment  fix  liability  of  the 
parties  secondarily  liable,  i.e.,  drawer  or  indorsers.  Present- 
ment must  be  made  on  the  day  the  instrument  falls  due, 
unless  some  "inevitable  accident"  or  other  legal  obstacle  pre- 
vents. The  fact  that  both  holder  and  indorser  know  the  note 
will  not  be  paid  when  due  and  that  the  maker  is  dead  and 
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the  estate  insolvent  does  not  relieve  the  holder  from  his  obli- 
gation to  make  presentment  and  give  notice  of  dishonor.  A 
demand  instrument  must  be  presented  within  a  reasonable 
time  from  the  date  when  drawn.  In  determining  the  due 
date,  the  day  the  instrument  is  drawn  is  excluded  and  the 
day  of  payment  included.  The  instrument  is  payable  on 
the  next  succeeding  business  day  if  maturity  falls  on  a 
Saturday,  Sunday,  or  legal  holiday,  but  a  demand  instrument 
may  be  presented  on  Saturday  at  the  option  of  the  holder.'' 
The  fact  that  paper  payable  at  a  bank  is  at  the  bank  at 
which  payable  at  the  time  of  maturity  is  sufficient  present- 
ment and  demand  if  the  drawer  has  knowledge  of  the  fact. 
The  Negotiable  Instrument  Law  gives  the  drawee  of  a  draft 
twenty-four  hours  after  delivery  to  him  to  decide  whether 
or  not  to  accept. 

In  the  event  of  dishonor,  formal  protest  by  a  notary  pub- 
lic is  usually  given.  Protest  of  foreign  bills  *  of  exchange  is 
necessary,  but  is  not  required  for  notes,  checks,  and  inland 
bills,  although  often  employed  in  giving  notice  of  their  dis- 
honor. The  notary  makes  the  presentment  and  demand,  and 
upon  refusal  to  honor  the  instrument  issues  a  certificate, 
under  seal,  stating  that  presentment  and  demand  have  been 
made  and  payment  refused,  and  further  that  notice  has  been 
sent  to  the  maker  and  all  indorsers. 

Unless  notice  has  been  waived,  failure  to  give  notice  of 
dishonor  may  act  to  discharge  the  liability  of  the  drawer 
and  the  indorsers.  If  the  parties  reside  in  the  same  place, 
notice  must  be  given  the  following  day.  If  they  reside  in 
different  places  and  notice  is  sent  by  mail,  it  must  be  de- 
posited in  the  post  office  so  as  to  go  the  day  following  the 
dishonor;  if  given  otherwise  than  by  mail,  it  must  be  done 
in  time  to  be  received  as  soon  as  the  mailed  notice  would  have 
been.  The  notice  may  be  given  by  the  holder  or  his  agent 
or  any  party  who  may  have  to  pay  the  debt  and  is  entitled 

'Arizona,  Kentucky,  and  Wisconsin  have  omitted  the  Saturday  pro- 
vision, as  has  Vermont,  except  as  to  the  option  clause. 

8  Bills  drawn  by  a  person  in  one  of  the  United  States  or  in  a  foreign 
country  upon  another  person  residing  in  another  of  the  United  States 
or  in  a  foreign  country. 
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to  be  reimbursed.  Where  there  are  several  indorsers,  the 
last  one  can  look  to  the  previous  one  or  to  any  one  who  has 
indorsed  before  him,  as  well  as  to  the  maker  or  acceptor. 
Notice  of  dishonor  may  be  either  oral  or  written,  and  can  be 
delivered  personally  or  sent  through  the  mail. 

The  Check 

The  check  is,  in  actual  practice,  a  demand  or  sight  draft 
drawn  upon  a  bank.  While  some  writers  claim  that  it — along 
with  the  bank  note,  cashier's  check,  bank  draft,  and  sight 
draft — ^is  not  a  credit  instrument  because  it  is  an  order  to 
a  bank  to  pay  instantaneously  a  sum  which  the  bank  is  hold- 
ing for  that  very  purpose,  this  contention  is  unwarranted. 
All  involve  an  element  of  confidence.  In  fact,  in  the  case  of 
the  check  the  drawer  must  have  written  the  order,  he  must 
have  a  claim  on  a  previously  established  credit  with  the 
drawee  bank,  and  the  bank  must  be  in  position  to  meet  the 
demand.  These  checks,  it  is  true,  banks  use  in  large  measure 
merely  to  transfer  credit  .on  their  books  and  between  each 
other.  In  England  and  the  United  States,  although  not  on 
the  continent,  the  check  currency  has  become  the  character- 
istic system  of  exchange,  and  huge  losses  have  been  experi- 
enced from  worthless  checks  as  well  as  from  bank  failures. 

The  relation  between  bank,  holder,  and  drawer  can  be  in- 
dicated as  follows.  The  bank  is  under  no  obligation  to  the 
holder  of  a  check  until  it  accepts  or  certifies  the  check.  The 
holder  can  only  present  the  check  for  payment  promptly,  and, 
in  case  of  dishonor,  give  the  drawer  due  notice  and  then 
sue  him.*  The  drawer,  if  his  credit  has  been  damaged  by  the 
wrongful  dishonor  of  his  check  by  the  bank,  can  recover 
whatever  sum  a  jury  in  its  discretion  may  fix. 

When  a  payee  holds  a  check  marked  "in  full  of  account,"  ■ 
when  the  check  is  not  in  full  payment,  he  should  be  guided 
as  follows:  if  the  claim  is  liquidated  and  there  is  absolutely 
no  question  as  to  the  amount  due,  a  check  for  a  lesser  amount 
of  the  claim,  even  though  marked  "in  full  of  account,"  does 

fl  Except  in  a  few  states,  where  the  payee  can  sue  the  bank  on  the 
theory  that  drawing  the  check  involves  assignment  to  a  payee. 
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not  settle  the  account  and  the  creditor  may  keep  the  check 
and  sue  for  the  balance.^"  But  he  may  not  accept  the  check 
if  the  amount  due  is  in  dispute,  unless  he  is  willing  to  accept 
it  in  full  payment.  Otherwise  he  must  return  the  cheek 
and  sue  for  the  amount  he  claims. 

To  guard  against  the  uncertainties  of  the  ordinary  or 
personal  cheek — whether  through  lack  of  funds  or  possible 
stop  payment  order — certification  is  used.  At  the  time  the 
check  is  stamped  and  signed,  the  amount  is  deducted  from 
the  depositor's  balance,  and  the  bank  has  assumed  the  obli- 
gation. Either  the  drawer,  the  payee,  or  another  holder  may 
request  certification.  The  bank  is  under  no  obligation  to 
certify  checks,  but  does  so  solely  as  a  service  to  depositors. 
The  drawee  may,  for  valid  reasons  and  with  the  bank's  con- 
sent, delay  or  stop  payment  altogether.  If  the  bank  fails, 
the  question  of  who  bears  the  loss  depends  largely  upon  at 
whose  request  certification  was  made.  Certification  procured 
by  the  payee  or  subsequent  holder  discharges  the  maker,  but 
numerous  cases  when  it  was  procured  by  the  maker  hold  that 
he  is  not  discharged. 

Of  standing  similar  to  certified  cheeks  are  cashier's  checks 
and  bank  drafts.  The  former  is  a  bank's  order  to  pay, 
drawn  upon  itself,  and  is  usually  signed  by  the  cashier.  It 
is  ordinarily  used  by  a  bank  to  pay  its  own  obligations,  but 
may  be  used  in  place  of  certification  or  of  a  bank  draft, 
and  the  bank  may  sell  it  for  a  small  fee.  The  bank  draft 
is  a  draft  drawn  by  a  bank  upon  its  correspondent  bank  in 
another  center,  which  it  may  sell  for  a  small  fee.  Merchants 
in  large  centers  have  often  specified  that  bills  to  merchants 
in  small  places  are  payable  in  "New  York  exchange"  or 
"New  York  funds."  They  have  desired  that  such  merchants 
purchase  from  their  local  bank  a  sight  draft  upon  its  New 
York  City  correspondent,  and  forward  this  bank  draft  instead 
of  their  personal  check  on  their  local  bank,  so  as  to  avoid 
payment  of  collection  and  exchange  charges,  which  might 
otherwise  have  been  necessary.  The  Federal  reserve  banks 
now  provide  Federal  Reserve  transfer  and  exchange  drafts, 

10  Credit  Mamual  of  Commercial  Laws,  1930,  p.  145. 
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similar  in  purpose,  which  business  men  can  obtain  from 
member  banks  without  charge.  The  former  are  drawn  by 
the  member  bank  on  its  own  Federal  reserve  bank,  are  pay- 
able at  any  Federal  reserve  bank  specified  in  the  draft, 
and  are  issued  for  sums  in  excess  of  $5,000.  The  latter  are 
drawn  by  the  member  bank  on  its  own  Federal  reserve  bank 
for  sums  of  not  over  $5,000  and  are  received  for  immediate 
availability  at  par  at  any  other  Federal  reserve  bank.  It 
should  be  borne  in  mind  that  bank  failures  in  the  United  States 
since  1921  have  been  extraordinarily  heavy,  particularly 
among  small  institutions,  and  hence  care  is  required  in  ac- 
cepting their  obligations  as  well  as  individual  checks. 

The  "Bad  Check  Law"  " 

State  "Bad  ■Check"  or  "Not  Good  Check"  laws  exist  to 
protect  creditors  who  accept  checks.  They,  in  general,  provide 
that  a  maker  who  issues,  and  a  holder  who  negotiates  a  check, 
knowing  there  are  insufficient  funds  or  credit  to  meet  it,  are 
guilty  of  a  crime.  Most  of  these  laws  provide  that  the 
proof  that  a  check,  draft,  or  order  was  made,  drawn,  uttered, 
or  delivered,  and  payment  refused  by  the  drawee  because  of 
the  lack  of  funds  or  credit,  establishes  a  prima  facie  case 
of  intent  to  defraud  with  knowledge  of  insufficient  funds  in, 
or  credit  with,  the  bank.  Thus  the  burden  of  going  forward 
with  evidence  to  rebut  this  presumption  is  placed  upon  the 
defendant,  who  must  prove  that  the  check  was  not  given 
with  intent  to  defraud.  The  general  laws  relating  to  intent 
to  defraud  make  it  almost  impossible  to  prove  that  a  worth- 
less check  was  given  with  intent  to  defraud. 

These  features  are  clearly  evident  in  the  New  York  Bad 
Check  Law,  essentially  the  same  in  principle  as  the  laws  of 
other  states,  which  is  quoted  in  fuU.^^ 

Any  person  who,  with  intent  to  defraud,  shall  make  or  draw  or 
utter  or  deliver  any  check,  draft,  or  order  for  payment  of  money 
upon  any  bank  or  other  depositary,  knowing  at  the  time  of  such 
making,  drawing,  uttering  or  delivering  that  the  maker  or  drawer 

11  For  details  see  Brewster,  op.  cit.,  pp.  428-432 

12  Section  1292(a)   of  the  Penal  Law. 
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has  not  sufficient  funds  in  or  credit  -with  such,  bank  or  other  deposi- 
tary for  the  payment  of  such  check,  although  no  express  representa- 
tion is  made  in  reference  thereto,  shall  be  guilty  of  a  misdemeanor, 
and  if  money  or  property  is  obtained  from  another  thereby  is  guilty 
of  larceny  and  punishable  accordingly. 

In  any  prosecution  under  this  section  as  against  the  maker  or 
drawer  thereof,  the  making,  drawing,  uttering  or  delivering  of  a 
check,  draft  or  order,  payment  of  which  is  refused  by  the  drawee 
because  of  lack  of  funds  or  credit  shall  be  prima  facie  evidence  of 
intent  to  defraud  and  of  knowledge  of  insufficient  funds  in  or  credit 
with  such  bank  or  other  depositary;  where  such  check,  draft  or 
order  has  been  protested,  the  notice  of  protest  thereof  shall  be 
admissible  as  proof  of  such  presentation,  nonpayment  and  protest, 
and  shall  be  presumptive  evidence  that  there  was  a  lack  of  funds 
in  or  with  such  bank  or  other  depositary. 

The  word  "credit"  as  used  herein,  shall  be  construed  to  mean  an 
arrangement  or  understanding  with  the  bank  or  depositary  for  the 
payment  of  such  check,  draft,  or  order. 

In  many  states  the  giver  of  a  "not  good"  check  is  given 
a  certain  time,  varying  with  the  state  in  question  from  twenty- 
four  hours  to  twenty  days,  in  which  to  make  the  cheek  good. 
Such  an  act  merely  removes  the  check  as  prima  facie  evi- 
dence and  shifts  the  burden  of  proof  back  to  the  prosecution 
should  it  desire  to  prosecute  for  intent  to  defraud.  In  some 
states,  prosecution  may  not  be  instituted  until  the  time  allow- 
ance has  elapsed,  and  in  others  it  shall  be  abated  if  payment 
is  made  within  the  time  limit  set.  The  law,  in  fact,  has  not 
furnished  the  mercantile  creditor  the  degree  of  protection 
from  abuse  that  was  anticipated  when  the  law  was  advocated. 

Two  special  cases  arise:  (1)  Where  a  check  is  given  for  a 
preexisting  debt  and  (2)  where  a  cheek  is  postdated.  Whether 
the  former  comes  under  the  bad  check  law,  has  not  yet  been 
decided  for  aU  states.  On  the  one  hand,  the  creditor  receiving 
a  check  retains  his  creditor's  status,  and  is  not  deprived  of 
anything  of  value,  nor  has  the  giver  secured  anything  of 
value  from  the  creditor.  On  the  other  hand,  the  check  may 
have  been  given  to  escape  pressing  creditors,  and  thus  gain 
an  advantage  thereby.  Issuance  of  such  a  check  is  held  to 
establish  a  prima  facie  case,  which  may  be  rebutted  in  trial, 
when  intent  to  defraud  and  insufficiency  of  funds  become 
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questions  for  a  jury  to  determine.  In  the  case  of  a  postdated 
check,  the  weight  of  authority  holds  that  one  who  accepts  it 
cannot  resort  to  the  bad  check  law  if  it  is  dishonored  by 
reason  of  lack  of  funds  or  credit.  There  is  no  implied  repre- 
sentation by  the  drawer  that  he  has  sufficient  funds  on  deposit, 
but  rather  a  mere  promise  to  discharge  a  present  obligation 
at  a  future  date.  Different  state  court  decisions,  however, 
present  exceptions  to  this  view. 

In  serving  notice  upon  the  maker  of  a  bad  check,  care 
must  be  taken  not  to  make  any  threat,  because  the  threat 
may  constitute  a  penal  offense  or  be  considered  as  blackmail 
or  extortion. 

Travelers'  and  Eemittance  Instruments 

Travelers'  checks  are  issued  by  a  bank,  express  company, 
or  tourist  agency,  payable  to  the  order  of  the  purchaser  as 
payee,  usually  in  denominations  of  $10,  $20,  $50,  and  $100. 
They  are  more  readily  accepted  than  a  personal  check,  while 
they  are  safer  than  carrying  an  equivalent  amount  of  cash. 
They  are  payable  at  par  in  the  United  States  and  Canada  and 
at  the  current  rate  of  exchange  elsewhere,  and  may  be  pur- 
chased at  their  face  value  plus  a  small  commission.  Assum- 
ing that  the  instrument  is  valid,  the  identity  of  the  payee 
is  ascertained  by  comparing  the  signature  made  in  the  pres- 
ence of  the  paying  officer  with  that  made  when  purchased 
in  the  presence  of  the  issuing  bank. 

A  traveler's  letter  of  credit  is  a  letter  from  a  bank,  ad- 
dressed to  one  or  more  of  its  correspondents,  stating  that 
drafts  not  to  exceed  a  specified  sum  drawn  by  the  bene- 
ficiary will  be  honored  by  the  bank.  It  is  termed  "specially 
.advised"  when  addressed  to  one  correspondent,  "circular" 
if  addressed  to  a  number.  The  purchaser  usually  pays  the  , 
full  amount  to  the  bank,  plus  a  fee  of  about  one  per  cent,  but 
in  some  cases  he  pays  only  as  drafts  are  actually  drawn.  He 
receives  from  the  bank  (1)  the  letter  of  credit  bearing  his 
signature,  (2)  a  complete  list  of  correspondents,  (3)  a  letter 
of  identification  introducing  him  and  bearing  his  signature 
and  (4)  a  telegraphic  code  to  use  in  communicating  with  his 
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bank.  He  presents  the  letter  of  credit  to  a  correspondent, 
which  draws  a  draft  on  the  issuing  bank,  the  beneficiary 
signing  the  draft.  The  correspondent  records  its  payment  to 
the  beneficiary  on  the  back  of  the  letter  of  credit,  which  thus 
indicates  the  amount  remaining  unused.  The  bank  making 
the  last  payment  that  exhausts  the  credit  retains  the  letter  of 
credit,  which  it  forwards,  together  with  its  draft,  to  the  issuing 
bank.  It  is  thus  evident  that  the  traveler's  check  is  merely 
a  modified  form  of  the  traveler's  letter  of  credit  with  prac- 
tically universal  negotiability  and  special  means  of  estab- 
lishing the  payee's  identity. 

Mention  may  be  made  here  of  express  and  postal  money 
orders,  which  are  used  for  remittance  purposes.  In  form  they 
are  merely  demand  drafts,  the  latter  by  one  post  ofSce  on 
another,  which  are  used  to  transfer  funds.  The  debtor  pur- 
chases them,  made  payable  to  a  specified  person  or  concern, 
and  forwards  them  by  mail  to  the  payee.  The  payee  presents 
the  postal  money  order  to  the  nearest  post  office  for  payment 
and  cashes  the  express  money  order  at  the  bank.  Post  office 
money  orders  are  issued  in  amounts  up  to  $100  for  a  fee 
ranging  from  5  cents  for  $2.50  or  less  to  22  cents  for  $80 
to  $100.  Unlike  the  individual's  check  on  his  bank,  neither 
of  these  instruments  has  to  be  returned  to  the  debtor's  bank 
before  final  payment. 

Facilitating  Documents 

BiUs  of  exchange  are  often  secured  by  certain  documents, 
called  documents  of  title,  which  evidence  or  give  control  over 
merchandise.  This  merchandise  then  serves  as  a  basis  for  the 
credit.  Brief  mention  of  the  bill  of  lading  and  the  ware- 
house receipt  is  therefore  in  order,  as  well  as  of  the  trust 
receipt  under  which  the  bill  of  lading  is  at  times  released, 
although  technically  none  of  the  three  is  a  credit  instrument. 

A  bill  of  lading  is  a  document  issued  by  a  common  carrier 
to  a  shipper,  which  serves  in  the  threefold  capacity  of  a 
receipt  for  the  goods,  a  contract  to  deliver  them,  and  a  docu- 
ment carrying  title.  It  may  be  a  railroad,  ocean,  or  through 
bill  of  lading.    The  straight  bill  of  lading,  while  transferable 
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by  assignment,  is  nonnegotiable  and  is  so  marked.  It  is  not 
good  collateral  to  a  bank  because  title  to  the  goods  rests  with 
the  consignee.  The  order  bill  of  lading,  however,  is  nego- 
tiable. Under  it,  title  to  the  goods  is  retained  by  the  person 
to  whose  order  the  bill  of  lading  is  made  out,  usually  the 
shipper  himself,  until  the  bill  of  lading  is  indorsed  and  de- 
livered to  another,  by  which  act  title  to  the  shipment  is  con- 
veyed. The  carrier,  as  bailer,  does  not  know  who  may  have 
title  and  will  deliver  only  upon  surrender  of  the  bill  of  lading 
properly  indorsed.  The  transferee  acquires  all  the  rights 
and  remedies  of  an  innocent  purchaser  for  value  of  a  nego- 
tiable instrument.  The  order  bill  of  lading  therefore  affords 
good  collateral  security,  provided  the  commodity  is  not  per- 
ishable, has  a  ready  market,  and  is  not  subject  to  much  price 
decline.  The  majority  of  the  states  have  adopted  the  Uni- 
form Bills  of  Lading  Act. 

A  warehouse  receipt  is  an  acknowledgment  by  a  ware- 
houseman that  he  has  received  certain  goods  for  storage, 
which  will  be  delivered  on  demand  upon  compliance  with  the 
terms  of  the  receipt.  The  warehouseman  undertakes  the  safe 
custody  and  redelivery  of  the  goods  covered  by  the  receipt 
upon  payment  of  his  fees.  Nonnegotiable  receipts  provide 
that  the  goods  shall  be  delivered  only  to  the  depositor  or  one 
specifically  named  in  the  receipt.  Negotiable  receipts  permit 
delivery  to  a  specified  person  or  his  order,  or  to  bearer.  In 
the  case  of  fungible  commodities,  such  as  grain,  the  receipt 
calls  for  delivery  of  a  certain  quantity  of  a  certain  grade,  but 
in  the  case  of  nonfungible  commodities,  such  as  cotton,  the 
identical  product  must  be  returned.  Warehouse  receipts  are 
extensively  used  as  collateral  for  bank  loans  or  domestic 
acceptance  credits,  especially  in  the  case  of  agricultural 
staples.  The  United  States  Warehouse  Act  of  1916  provides 
a  system  of  licensing  warehousemen  who  apply,  to  store  speci- 
fied agricultural  products,  provided  they  meet  certain  condi- 
tions designed  to  insure  the  integrity  of  the  receipts  issued 
by  them  and  make  the  receipts  reliable  evidence  of  the 
condition,  quality,  quantity,  and  ownership  of  the  products 
named,  stored  with  them.     The  various  states  also  supervise 


CREDIT  INSTRUMENTS  63 

warehousemen,  and  warehouse  receipts  for  manufactured 
products  which  are  not  too  specialized  in  nature  are  also  used 
to  some  extent  as  collateral  for  loans. 

The  trust  receipt  is  a  document  used  between  the  bank  and 
its  borrower — or  exporter  and  his  customer — when  collateral, 
such  as  securities,  bills  of  lading,  or  warehouse  receipts,  is 
released  to  the  debtor.  He  may  merely  obtain  the  collateral 
temporarily,  for  example,  to  substitute  a  warehouse  receipt 
for  a  bill  of  lading,  or  to  obtain  and  display  the  goods  on  his 
premises,  taking  up  the  loan  from  the  proceeds  of  the  goods 
as  sold.  The  theory  is  that  the  borrower  acts  as  trustee  for 
the  bank,  instead  of  as  outright  owner.  In  practice,  however, 
court  decisions  place  a  much  weaker  interpretation  upon  the 
relations  between  the  two  parties,  and  it  is  therefore  rarely 
used   except  with   customers   of   satisfactory  responsibility. 

The  Share  of  Stock 

The  corporation  raises  its  permanent  capital  through  the 
issue  of  its  securities.  In  a  broad  economic  sense,  bonds,  pre- 
ferred stock,  and  common  stock  differ  in  position  and  hence 
in  degree  of  safety  or  priorities  in  equities,  rather  than  in 
kind.  That  the  legal  difference  between  creditor  and  owner 
is  not  paramount  is  evident  in  reorganizations,  where  the  bond- 
holders, by  virtue  of  their  superior  position,  make  the  least 
sacrifice,  preferred  stockholders  may  exchange  their  old  pre- 
ferred for  new  common  stock,  and  the  common  stockholders 
may  receive  common  stock  equal  to  a  fraction  of  the  amount 
they  formerly  held.  The  corporation,  again,  is  a  legal  entity 
distinct  from  its  stockholders.  Furthermore,  the  attitude 
taken  to-day  by  a  common  stockholder  toward  the  corporation 
whose  shares  he  holds,  despite  his  right  to  vote,  is  just  as  much 
that  of  an  outside  investor  as  is  the  attitude  taken  by  the 
bondholder.  Thus,  despite  the  contrary  view  of  various 
writers,  the  share  of  stock  may  be  regarded,  in  an  economic 
sense,  as  a  credit  instrument. 

A  share  of  stock  represents  a  part  ownership  in  the  assets 
of  a  corporation  after  the  payment  of  its  bonds  and  other  in- 
debtedness, and  this  interest  in  the  corporation  is  evidenced 
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by  a  certificate  of  stock,  which  may  be  transferred.  The 
stock  may  be  divided  into  various  groups,  common  and  one  or 
more  classes  of  preferred.  Under  the  charter  and  laws  of  the 
state  where  incorporated  certain  preferences  may  be  con- 
ferred on  the  preferred  shares  giving  to  the  holders  of  these 
shares  a  preference  as  to  dividends  and  as  to  assets  in  the 
event  of  liquidation  and  distribution.  The  preferred  stock 
usually  does  not  participate  in  any  additional  earnings  above 
its  stated  dividend  rate,  and  in  many  instances  this  dividend 
is  cumulative ;  as  a  rule  preferred  stock  has  no  voting  rights ; 
it  is  often  redeemable  by  the  corporation  at  a  slight  premium 
above  its  par  value  or  its  liquidating  price;  it  is  sometimes 
convertible  at  the  option  of  the  holder  into  other  classes  of 
stock  on  specified  terms.  Additional  provisions  sometimes 
prohibit  the  creation  of  a  bond  issue  or  increase  in  the  amount 
of  preferred  stock  without  the  consent  of  perhaps  75  per  cent 
of  the  number  of  shares  of  preferred  stock.  Additional  safe- 
guards are  also  sometimes  found  which  provide  for  a  sinking 
fund  to  retire  preferred  stock  and  for  the  maintenance  of 
assets  at  a  fixed  percentage  of  the  preferred  stock.  The  pre- 
ferred stock  thus  has  a  greater  safety  but  less  opportunity  for 
profit  than  the  common  stock. 

Formerly  most  stock  had  a  par  value,  but  many  states  have 
recently  permitted  the  issue  of  both  preferred  and  common 
stocks  of  no  par  value.  In  a  preferred  stock  the  liquidation 
price  in  effect  is  a  substitute  for  par  value.  Of  the  total 
authorized  stock  part  may  be  issued  and  the  remainder  un- 
issued. Of  the  issued  stock  part  may  be  outstanding  and 
part  may  have  been  donated  to  the  corporation  or  purchased 
by  it  out  of  its  surplus  and  be  called  treasury  stock.  Stock  is 
usually  fully  paid  and  nonassessable,  but  some  stocks,  such 
as  bank  stocks,  subject  the  holder  to  double  liability  to  meet 
the  debts  of  the  corporation. 

A  stock  certificate  is  not  negotiable  in  the  ordinary  sense, 
but  is  transferable  by  indorsement,  and  until  it  is  so  indorsed 
and  delivered  the  possessor  of  the  certificate  has  no  interest  in 
the  corporation  and  the  corporation  recognizes  only  the  record 
owner  as  he  appears  on  the  corporation's  books.    The  shares 
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of  stock,  however,  are  readily  transferable,  and  when  the 
certificate  has  been  indorsed  and  transferred  to  a  new  owner 
the  certificate  is  presented  to  the  corporation,  the  name  of  the 
new  owner  is  entered  on  its  books  and  the  corporation  issues  a 
new  certificate  in  the  name  of  the  new  owner  and  cancels  the 
old  certificate. 

The  Bond  and  Short  Term  Note 

A  bond  is  a  written  promise  to  pay  a  specified  sum  of 
money  at  a  definite  future  date  and  usually  bears  interest  at 
a  stipulated  rate.  The  standard  denomination  is  $1,000,  al- 
though many  corporation  bonds  are  issued  in  the  denomina- 
tions of  $500  and  $100.  The  maturity  of  a  bond  is  usually 
ten  years  or  more ;  bonds  are  usually  issued  under  an  inden- 
ture between  the  issuing  corporation  and  a  trustee,  which 
recites  the  conditions  of  issue,  rights  of  the  holders,  etc.  It 
is  more  formal  than  the  ordinary  promissory  note. 

There  are  numerous  kinds  of  bonds :  some  are  secured  by  a 
mortgage  on  real  estate;  others  are  secured  by  a  deposit  of 
stock  with  the  trustee;  and  some  have  no  specific  security 
other  than  the  obligation  of  the  company  and  these  are  usually 
called  debenture  bonds.  The  provisions  of  bonds  vary  to  a 
great  extent.  Some  are  callable  before  maturity  and  may 
have  a  sinking  fund  created  for  that  purpose.  Some  issues, 
such  as  municipal  and  railroad  bonds  or  equipment  bonds, 
often  have  serial  maturity,  certain  specific  bonds  falling  due 
each  year.  Some  bonds  are  convertible  generally  into  stock 
on  specific  terms.    Many  classifications  exist. 

Transferability  of  a  bond  varies  with  its  form.  Registered 
bonds  are  not  transferable  by  indorsement,  nor  are  they  nego- 
tiable. Nonregistered  bonds  pass  title  by  delivery  just  as  does 
a  bearer  commercial  instrument.  Bond  coupons  are  usually 
bearer-instruments  and  are  transferable  by  delivery,  with  all 
the  legal  consequences  that  follow  from  the  transfer  of  any 
negotiable  bearer  instrument. 

The  short  term  note  is  similar  to  the  bond,  but  usually  runs 
from  one  to  five  years  and  generally  has  no  specific  security. 
It  often  provides  funds  for  new  construction,  which  can  be 
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paid  off  from  earnings  within  a  relatively  short  period  of 
time.  Again,  at  times  when  money  is  tight  and  interest  rates 
high,  it  may  be  used  as  a  temporary  expedient,  to  be  refunded 
later  by  a  long  term  bond  issue. 

The  usual  small  sized  loau  on  real  estate  is  evidenced  by  a 
dual  instrument  known  as  a  bond  and  mortgage.  The  bond 
or  note  evidences  the  debt,  while  the  mortgage  upon  the 
property  serves  to  secure  the  loan. 
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CHAPTER  IV 

THE  CREDIT  PROBLEM 

The  credit  problem,  it  is  obvious  from  the  preceding  dis- 
cussion, is  twofold.  It  consists  both  of  an  evaluation  of  the 
credit  risk  involved  in  a  given  situation  and  of  an  adaptation 
of  the  terms  of  the  transaction  thereto.  For  the  former  pur- 
pose, credit  information  of  various  kinds  must  be  assembled 
and  a  judgment  reached  on  the  basis  of  this  information.  For 
the  latter  purpose,  once  the  credit  risk  is  evaluated,  the  size 
of  the  line  of  credit  to  be  granted  must  be  set — in  other  words, 
the  degree  to  which  the  customer  possesses  credit  recognized — 
and  the  specific  requirements,  if  any,  which  should  be  made 
as  to  security  and  liquidation  must  be  determined.  The 
problem  thus  involves  both  credit  analysis,  including  investi- 
gation, and  credit  granting. 

The  decisions  Teached  on  each  of  these  two  phases  will,  of 
necessity,  vary  somewhat  between  credit  grantors;  whereas 
one  is  liberal,  another  is  strict.  In  part,  such  differences  arise 
from  the  nature  of  the  industry  in  which  the  concern  finds 
itself.  But  even  more  are  such  differences  purely  a  matter 
of  the  policy  adopted  by  the  individual  house,  unrelated  to 
basic  industrial  or  other  conditions.  And  this  credit  policy  is 
an  integral  part  of  the  entire  merchandising  policy  that  the 
house  adopts. 

Moreover,  it  should  be  emphasized,  credit  work  is  con- 
tinuous in  its  nature.  Once  a  credit  has  been  checked,  or  a 
loan  made,  the  credit  man  must  keep  up-to-date  continuously. 
He  must  keep  informed  as  closely  as  possible  of  changes 
taking  place  in  the  subject's  credit  standing  as  they  occur,  as 
well  as  in  the  industry,  and  must  revise  his  credit  judgments 
or  recommendations  accordingly.  And,  if  necessary,  he  must 
be  prepared  to  make  appropriate  changes  in  form  in  order  to 
secure  himself  against  the  past  due  risk  or  even  take  drastic 
legal  action.    In  a  real  sense,  then,  the  credit  man's  problem 
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is  not  finished  iintil  the  bill  is  finally  collected  or  the  loaa 
paid. 

The  Broader  Phase — General  Conditions 

Credit  analysis,  in  turn,  involves  a  twofold  study.  It  em- 
braces a  broader  study  of  the  total  volume  of  credit  needed 
by  the  country,  the  industry,  and  the  community,  just  as 
much  as  it  embraces  a  narrower  study  of  the  parceling  out 
of  the  total  amount  of  credit  among  individual  applicants. 
The  one  study  deals  primarily  with  the  situation  external  to 
the  individual  credit  risk,  the  other  with  its  internal  position. 

At  any  one  time,  a  certain  aggregate  or  total  amount  of 
credit  is  needed.  This  depends  both  upon  the  volume  of  goods 
coming, on  the  market  and  upon  the  prices  at  which  these 
goods  will  move.  Greater  extension  of  credit  leads  merely  to 
inflation,  both  of  credit  and  of  prices  and,  if  persisted  in, 
carries  in  its  wake  collapse  of  both.  The  story  of  1919-1921 
is  still  vivid  in  the  minds  of  many  credit  men.  They  recognize 
the  importance  of  the  problem  in  the  emphasis  they  place 
upon  business  conditions  as  an  integral  part  of  their  analysis. 

In  its  broadest  phase,  the  problem  of  the  aggregate  volume 
of  credit  to  be  outstanding  concerns  the  Federal  reserve 
authorities  most  directly  or  immediately.  No  less,  however, 
does  it  actually  concern  bankers  in  general.  The  economist 
of  the  large  city  bank,  studying  monetary  and  business  con- 
ditions in  general,  as  well  as  conditions  in  each  of  the  leading 
industries  that  it  serves,  has  proven  indispensable  to  its  loan 
officers.  So,  too,  have  the  directors  who  keep  the  officers 
informed  of  changes  taking  place  in  their  respective  indus- 
tries. Illustrations  could  be  multiplied,  all  the  way  down  to 
the  smaU  country  bank  in  the  one-crop  agricultural  section, 
whose  very  existence  depends  first  and  foremost  upon  iti 
success  in  following  the  varying  vicissitudes  of  the  crop  in 
both  its  growing  and  its  marketing  phases.  Equally  true  is 
this  of  the  business  enterprise  which  acts  as  credit  grantor, 
despite  the  fact  that,  owing  to  its  intimate  knowledge  of  con- 
ditions in  its  industry,  apparently  it  often  takes  such  analysis 
for  granted.     Such  analysis  considers  seasonal  as  weU  as 
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cyclical  variation  in  conditions,  the  former  being  far  simpler 
to  forecast.  For  the  individual  credit  man  analysis  along 
these  broader  lines  of  business  conditions  in  general,  and  in  a 
specific  industry  or  community,  provides  a  framework  or 
setting  for  the  more  immediate  problem  with  which  he  is  di- 
rectly concerned;  that  of  parceling  out  credit  among  the 
individual  applicants  to  him.^ 

Conventional  Analysis — ^the  Individnal  Concern 

Discussions  of  the  bases  of  credit  are  many.  For  years 
credit  men  have  followed  "William  Post  in  emphasizing  the 
three  C's  of  credit — character,  capacity  or  capability,  and 
capital.  Some  combine  the  three  in  a  so-called  credit  equa- 
tion :  character  +  capacity  -f  capital  =  limit  of  credit.  To 
these  three  C's  some  have  added  a  fourth  in  the  form  of 
collateral,  as  a  substitute  for,  or  adjunct  to,  capital.  Others, 
instead,  refer  to  the  man  and  the  means,  or  to  reliability  and 
resources.  Whatever  may  be  the  wording  employed,  all  seek 
to  call  attention  to  the  qualities  or  characteristics  which  an 
acceptable  credit  risk  should  possess. 

Basically,  such  an  analysis  seeks  to  answer  two  questions 
with  respect  to  the  debtor :  can  he  pay  and  will  he  pay,  at  the 
time  agreed  upon.  Both  are,  in  fact,  necessary;  hence  the  dis- 
cussion often  found  as  to  whether  character  or  capacity  is  the 
basic  element  or  requisite  is  futile.  Neither  the  moral  nor 
the  material  phase  can  be  neglected.^  It  is  chiefly  with  the 
third  and  fourth  C's  that  an  excess  of  one  can  offset  a  de- 
ficiency of  another.  Unusual  capacity  can  offset  a  lack  of 
capital,  as  can  collateral  security,  but  reliance  upon  excess 
capital  to  offset  inadequate  capacity  begins  to  make  an  un- 

1  See  the  articles  of  John  Whyte  in  the  Credit  Monthly  in  1923 
and  W.  C.  Schluter,  Credit  Analysis  (New  York,  1925),  Chap.  IV. 
Throughout  his  book,  the  latter  emphasizes  the  importance  of  making 
allowance  in  the  analysis,  e.g.,  of  specific  statement  items,  for  general 
business  conditions  prevailing  at  the  time.  Moreover,  changes  in  gen- 
eral business  conditions  also  cause  changes  in  the  relative  bargaining 
strength  of  buyer  and  seller,  hence  in  length  of  terms  and  size  of 
credit  extended. 

2T.  N.  Beckman,  Credits  and  Collections  in  Theory  and  Practice  (2nd 
ed.,  New  York,  1930),  p.  125,  assigns  the  following  values:  character, 
40  per  cent;  capacity,  35  per  cent;  and  capital,  25  per  cent. 
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satisfactory  risk.  In  fact,  the  essential  interdependence  of  the 
factors  and  the  manner  in  which  they  supplement  one  another, 
is  best  seen  when  character  is  likened  to  a  switch  that  throws 
into  operation  the  dynamo  (capacity)  that  supplies  the  real 
power  (capital)  to  redeem  a  credit. 

Analysis  of  whether  the  debtor  can  pay  and  wiU  pay,  in- 
volves a  study  of  what  future  conditions  will  be.  They  are 
judged  on  the  basis  of  the  past  record,  and  thus  the  past  is 
projected  into  the  future.  Often  the  risk  is  unable  to  pay 
because  at  the  outset  he  is  committed  beyond  his  ability.  This 
can,  or  at  least  ought  to  be,  foreseen.  On  the  other  hand, 
sometimes  a  risk  which  is  adequate  at  the  outset  faces  later 
misfortune.  Such  individual  risks  are  more  or  less  indeter- 
minate or  incalculable,  and  it  is  such  risks  that  in  the  aggre- 
gate account  for  the  normal  loss  expectancy  of  the  particular 
industry  or  the  particular  credit  grantor. 

It  is  necessary  that  the  credit  grantor  reach  his  own  de- 
cision on  the  individual  risks  before  him.  He  cannot  merely 
ascertain  if  the  customer  has  a  good  credit  reputation.  This 
reputation  may  be  unjustified  and  the  risk  may  actually  be 
poor.  The  majority  of  credit  men,  in  appraising  the  risk, 
may  have  erred  in  their  appraisal.  Hence  his  independence  of 
judgment  in  forming  a  negative  opinion  is  justified.  But 
the  reverse  is  by  no  means  true.  Since  credit  with  rare 
exception  is  essential  to  business  success,  it  is  unsafe  for  a 
credit  grantor  to  go  counter  to  a  generally  unfavorable  opin- 
ion of  creditors.  He  alone  could  hardly  insure  the  success  of 
the  risk,  no  matter  how  liberal  the  credit  he  extended. 

In  making  his  study,  the  record  of  a  concern  must  be  con- 
sidered separately  from  that  of  its  principals.  The  new 
undertaking  provides  much  more  uncertainty  than  does  the 
established  one.  Some  men  do  not  work  well  for  themselves;* 
some  organizations  do  not  work  harmoniously  together.  A 
balanced  organization  is  also  desirable,  but  a  good  past  record 
may  nevertheless  precede  "dry  rot,"  for  which  the  credit 
man  should  be  on  the  watch,  and  he  cannot  accept  it  as  the 
decisive  element  by  itself. 


THE  CREDIT  PROBLEM  71 

The  Moral  Bisk 

Character  involves  not  merely  willingness  to  pay  but  a 
determination  to  pay.  The  unprincipled  man  with  an  entire 
lack  of  character  may  seek  to  defraud  his  creditors.  And 
credit  men  have  found  by  sad  experience  that  recourse  to 
legal  proceedings  in  such  eases  is  not  worth  the  trouble  and 
expense. 

Character  is  difficult  to  appraise.  No  precise  unit  of  meas- 
urement exists.  It  is  intangible  and  may  easily  be  simulated. 
The  credit  man  seeks  to  appraise  character,  yet  in  practice 
usually  investigates  reputation.  Yet  the  two  are  distinct. 
Character  lies  within  the  man  himself,  while  reputation  exists 
in  the  minds  of  others.  Reputation  generally  appraises  char- 
acter truly,  in  that  it  is  derived  from  a  man's  actions,  which 
reflect  his  character,  but  may  be  distorted  by  inaccurate  ap- 
praisal. 

The  more  intimate  the  contact  with  the  man,  the  simpler  is 
it  to  weigh  his  character.  Therefore  all  possible  information 
with  respect  to  his  record  should  be  obtained.  This  includes 
iategrity,  obedience  to  law,  loyalty,  personal  habits  and  man- 
ner of  living,  amusements,  how  he  keeps  his  word,  and  his 
business  code  of  ethics.  Often  certain  features  are  indicated. 
Fires  and  burglaries  may  indicate  dishonesty,  lawsuits  trucu- 
lence.  The  credit  man  should  not  be  content  with  lack  of 
positive  information  and  mere  absence  of  unfavorable  facts. 
Munn  has  well  summarized  the  elements  as  follows :  * 

1.  Reputation  or  standing  for  business  honesty 

2.  Attitude  toward  obligations — ^promptness  in  paying  debt 

3.  Personality  and  standing  in  social  community 

4.  Eeeord  in  antecedent  business  connections 

5.  Reputation  of  immediate  business  associates 

6.  Gambling  and  speculation  tendencies 

7.  Social  and  political  ambitions 

8.  Observance  of  accepted  code  of  business  ethics : 

(a)  Welching  on  contracts  in  adverse  markets 

(b)  Engaging  in  unfair  competition 

(c)  Truthfulness  of  advertising 


8G.  G.  Munn,  B<mk  Credit  (New  York,  McGraw-Hill,  1925),  p.  47. 
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(d)  Circulation  of  false  rumors  or  statements 
(«)  Taking  advantage  of  uninformed 
9.    Bankruptcy  record 

10.  Fire  record 

11.  Police  record 

12.  Civil  court  record 

Nevertlieless,  much  apparent  unwillingness  to  pay  is  due 
to  actual  inability  to  pay.  This  is,  in  fact,  quite  general 
among  debtors  at  times  of  liquidation  and  depression,  when 
it  is  usually  attributed  to  frozen  credits  or  immovable  goods. 
It  may  arise  from  the  desire  to  await  a  better  market.  Again, 
the  chance  to  buy  cheaply  for  cash  may  lead  the  debtor  to  put 
off  his  creditors.  Or  the  need  for  fixed  assets  may  lead  him 
to  provide  them  from  funds  at  hand,  regardless  of  immediate 
obligations  to  creditors.  Calling  attention  to  the  influence  of 
the  business  cycle,  especially  during  a  period  of  falling  prices 
and  general  liquidation,  one  authority  states  that  "many  an 
honest  person  is  forced  by  circumstances  to  resort  to  measures 
not  approved  of  by  moralists. ' '  * 

Finally,  character  is  usually  judged  by  the  standards  fixed 
by  the  appraiser  himself.  Not  only  do  standards  of  business 
morality  differ  among  individuals,  but  they  also  differ  among 
nations.  The  latter  cannot  be  lost  sight  of  in  dealing  with 
risks  of  a  different  nationality. 

The  Business  Risk 

Capacity  as  well  as  character  is  a  personal  attribute.  But 
possession  of  one  does  not  necessarily  imply  possession  of  the 
other.  Like  character,  capacity  is  intangible,  and  can  be  ap- 
praised only  comparatively.  Capacity  embraces  physical  as 
well  as  mental  power,  plus  the  activity  with  which  both  are 
exercised.  The  age  of  the  applicant  is  therefore  important  as. 
indicating  both  his  capacity  for  hard  work  and  his  experience. 
Capacity  normally  increases  with  experience  until  an  age  is 
reached  at  which  either  mental  or  physical  capacity,  or  both, 
begin  to  wane.  Capacity,  it  is  generally  recognized,  depends 
upon  energy,  aggressiveness,  ambition,  shrewdness,  and  judg- 

*  Beckman,  op.  cit.,  p.  128. 
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ment.  Technical  knowledge  of  the  business  itself  generally 
increases  with  experience,  but  is  sacrificed  in  change  to  a  new 
business.  It  depends,  too,  upon  general  education  and  training 
and  location  of  the  business,  as  well  as  upon  executive  ability 
and  general  business  methods.  In  general,  however,  the  credit 
department  can  merely  measure  these  qualities  indirectly,  by 
the  results  of  operation  in  business  success,  asset  turnover, 
etc.  Banks  with  industrial  service  departments  constitute  a 
conspicuous  exception  and  can  ascertain  the  facts  directly  as 
to  capacity. 

Some  risks  have  demonstrated  their  capacity,  or  lack  of  it. 
In  fact,  a  man  of  high  capacity  may  be  relied  on  not  to 
obligate  himself  beyond  his  means  of  payment.  Other  risks 
are  just  embarking  in  business  and  present  an  unknown 
factor.  Those  who,  over  the  years,  have  made  no  particular 
headway,  will  eventually  get  into  difficulties.  But  those  who 
have  a  long  record  of  honest  and  successful  business,  despite 
lack  of  accumulation  of  great  capital,  are  satisfactory. 

Munn  has  likewise  summarized  the  elements  which  are  to 
be  observed  in  judging  the  business  risk.^  The  list  is  perhaps 
somewhat  more  applicable  to  banks  in  their  credit  work,  espe- 
cially the  items  under  the  fourth  head,  but  is  suggestive  to 
the  mercantile  credit  man  as  well. 

1.  Pertaining  to  personnel  and  methods 

Managerial  ability 

One-man  business  versus  group  management 

Modernness  of  methods 

Knowledge  of  financial  and  credit  principles 

Knowledge  of  markets  and  sales  promotion  principles 

Use  of  budget  system 

Degree  of  cooperation  of  official  personnel 

Kelations  with  employees 

2.  Pertaining  to  equipment 

Location  of  business  with  reference  to  raw  matenals  and 

markets 
Modernness  of  plant  equipment 
Cost  system  installed  and  utilized 
Research  department 


s  Munn,  op.  cit.,  p.  50. 
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3.  Pertaining  to  product 

Stability  of  demand  for  products 
Eeputation  of  products  in  the  trade 

4,  Pertaining  to  results 

Stability  of  gross  sales 

Stability  of  gross  and  net  profits 

Per  cent  of  returns  to  gross  sales 

Margin  of  profits  over  total  expenses 

Per  cent  of  uncollectibles  to  net  sales 

Per  cent  of  net  profits  to  net  sales 

Per  cent  of  net  profits  to  capital  investment 

The  Financial  or  Property  Risk 

Capital  is  a  tangible  and  easily  measured  sum  and  is  there- 
fore a  convenient  guide  when  no  extraordinary  features  are 
presented."  It  represents  the  actual  financial  strength  of  the 
business  plus  outside  vrorth  in  certain  cases.  As  such,  the 
nature  of  the  assets  as  well  as  their  amount  is  important.  It 
represents,  however,  not  certain  assets,  but  the  proportion  of 
the  entire  assets  belonging  to  the  risk. 

The  function  of  capital  is  to  act  as  a  guarantee  that  the 
credit  transaction  can  be  redeemed.  It  is  a  margin  of  safety 
which  absorbs  losses  due  to  errors  in  business  judgment,  ad- 
verse business  conditions  or  contingencies  of  nature,  such  as 
floods,  etc.  The  size  of  this  margin  of  safety  in  relation  to 
the  credit  granted  is  vital.  And  its  origin  is  likewise  im- 
portant. "Whether  it  is  increasing  or  decreasing,  and  whether 
it  was  acquired  by  successful  prosecution  of  the  business  or 
by  inheritance,  makes  great  difference.  Munn's  list  of  par- 
ticulars to  be  observed  in  judging  the  financial  risk  follows : ' 

1.  General  financial  responsibility 

2.  Whether  adequately  provided  with  permanent  capital 

3.  Relation  between  net  worth  and  total  debt 

4.  Eelation  between  capital  and  fixed  assets 

5.  Relation  between  capital  and  surplus 

6.  Relation  between  current  assets  and  current  liabilities 

7.  Relation  between  current  assets  and  total  liabilities 

6  It  is  probable  that  from  70  to  75  per  cent  of  orders  received  are 
passed  on  mercantile  agency  ratings  alone.  F.  H.  McAdow,  Mercantile 
Credits   (New  York,  1922),  p.  22. 

7  Munn,  op.  cit.,  p.  52. 
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8.  Degree  of  ownership  lield  by  managing  personnel 

9.  Eelation  of  intangible  to  tangible  assets 

10.  Wealth  held  outside  of  business 

11.  Contingent  liabilities 

12.  Dividend  policy — ^liberal  or  conservative 

Sometimes  the  credit  man  will  waive  capital  when  other 
factors  are  present  in  especial  degree.  But  usually  collateral 
is  required  as  a  substitute  for  capital  insufficient  in  amount  to 
support  the  credit  desired.  This  holds  true  no  less  of  the 
stock  broker's  call  loan  than  of  the  finance  company's  advance 
against  assignment  to  it  of  accounts  receivable.  Collateral 
thus  strengthens  an  otherwise  inadequate  financial  risk. 

Policy  of  the  House 

The  credit  man's  problem  is  not  to  seek  to  eliminate  risks 
in  credit  extension,  nor  even  to  reduce  the  risk  to  the  mini- 
mum. Instead,  given  a  specific  policy  that  his  house  or  insti- 
tution adopts,  his  task  is  to  extend  all  the  credits  that  in 
his  belief  faU  within  this  policy.  Otherwise  stated,  with  a 
certain  bad  debt  loss  percentage  fixed,  he  should  grant  all 
credits  that  conform  to  this  policy  in  the  risk  involved. 

Too  great  liberality  in  extending  credit  defeats  its  own 
purpose,  for  the  profit  on  increased  sales  may  be  more  than 
offset  by  increased  bad  debt  losses.  On  the  other  hand,  an 
unduly  restrictive  policy  limits  profits  through  limiting  the 
volume  of  business  done.  Between  the  two  extremes  lies 
the  bad  debt  loss  percentage  which  permits  the  maximum 
profit,  with  due  allowances  for  volume  of  business,  margin  of 
profit,  bad  debt  loss,  loss  of  interest  on  slow  payments,  and 
cost  of  credit  and  collection  work.  It  goes  without  saying 
that  this  ideal  varies  from  enterprise  to  enterprise,  and  can 
at  best  be  only  roughly  approximated.  In  fact,  credit  policy 
constitutes  one  phase  of  general  merchandising  policy,  with 
which  it  must  be  coordinated,  and  the  credit  man  must  pos- 
sess a  merchandising  as  well  as  a  credit  outlook.  Accord- 
ingly, too,  it  varies  with  general  business  conditions,  as  well 
as  with  desire  for  representation  in  a  certain  territory  or 
desire  to  push  the  sale  of  a  certain  article. 
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In  mercantile  credits,  many  factors  account  for  differences 
in  policy  adopted.  Aside  from  the  question  of  how  well 
the  seller  is  himself  financed,  perhaps  the  first  consideration 
is  margin  of  profit.  The  greater  the  margin  of  profit,  the 
more  liberal  the  risks  that  may  be  assumed.  This  is  a  basic 
feature  in  conditioning  a  liberal  or  a  strict  policy.  Again, 
if  large  scale  production  is  essential,  liberality  may  be  used 
to  obtain  adequate  volume,  especially  if  competition  be  keen. 
The  acceptance  of  inferior  risks  may  be  justified  because 
otherwise  the  competitor  would  accept  the  risk,  and  more- 
over because  the  competitor's  goods  are  stifled.  On  the  other 
hand,  existence  of  a  large  public  demand  for  a  branded 
article  enables  the  seller  to  enforce  strict  terms  and  a  high 
credit  standard.  Yet  even  in  such  cases,  some  concerns  have 
adopted  a  liberal  credit  policy  as  an  additional  sales  stimulus. 
The  credit  policy  will  further  vary  with  business  conditions 
and  the  existence  of  a  buyer's  or  a  seller's  market. 

The  credit  policy  of  a  house  is  furthermore  influenced 
by  the  attitude  of  its  credit  man.  Some  are  extremely  con- 
servative by  nature,  others  inclined  to  "take  chances." 
Either  extreme  may  be  unfortunate.  And  in  a  few  cases 
the  credit  man  will  be  unduly  influenced  by  some  past  per- 
sonal experience,  which  may  lead  him  to  overemphasize  in- 
surance or  capital  or  some  other  feature. 

Bank  versus  Mercantile  Point  of  View 

Basically,  the  problems  and  hence  the  methods  of  the  bank 
credit  man  are  the  same  as  those  of  the  mercantile  credit 
man.  Each  has  a  similar  clientele.  Both  utilize  the  same 
sources  of  information  and  are  interested  not  only  in  safe- 
guarding profits  but  also  in  retaining  customers. 

The  two  forms  of  credit,  moreover,  supplement  one  another^ 
They  are  vitally  interrelated,  and  those  who  extend  mercantile 
credit  rely  largely  on  their  banks  to  finance  them.  Total 
mercantile  credit  extended  in  fact  exceeds  the  volume  of 
credit  extended  by  banks,  while,  from  the  historical  point 
of  view,  mercantile  credit  work  is  actually  the  parent  of  bank 
credit  work,  which  has  developed  from  it. 
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In  actual  practice,  however,  certain  significant  differences 
are  found  between  the  two  classes.  Several  factors  underlie 
these  differences: 

1.  The  nature  of  the  iiisiness.  The  bank's  credit  granting 
is  no  mere  adjunct  of  selling.  Its  loans  are  usually  substan- 
tial, and  extended  periodically,  while  mercantile  credit  is 
normally  extended  in  keener  competition,  more  frequently 
and  for  relatively  small  amounts.  The  bank,  in  effect,  acts 
as  trustee  in  the  investment  of  its  clients'  funds  left  with 
it  on  deposit.  It  must  be  prepared  to  meet  legitimate  de- 
mands on  it  for  the  extension  of  credit,  as  well  as  for  with- 
drawals. This  requires  a  superior  degree  of  liquidity  on  the 
part  of  the  bank. 

2.  Sources  of  profit.  Mercantile  credit  is  extended  by 
giving  the  customers  possession  of  certain  goods  and  is,  there- 
fore, attached  to  a  specific  transaction,  while  unsecured  bank 
credit  is  not  so  directly  related.  Neglecting  the  compensating 
balance  and  "clean  up"  requirements,  the  bank  normally 
grosses  a  mere  $6  per  $100  loan  per  year,  which  the  business 
concern  would  scorn. 

Resulting  Differences 

These  differences  find  concrete  manifestation  along  three 
lines : 

1.  Work  of  the  credit  department 

2.  Sources  of  data  and  methods  of  analysis 

3.  Size  of  the  credit  extended 

The  mercantile  credit  man  has  the  same  duties  as  the  bank 
credit  man,  plus  several  additional  specific  duties,  such  as 
making  collections,  acting  in  a  capacity  similar  to  the  bank 
loan  officer  in  fixing  limits  and  terms,  and  within  limits 
reaching  decisions  on  questions  of  policy. 

The  larger  the  business  house,  the  more  specialized  and  sys- 
tematized does  its  credit  work  tend  to  be,  and  the  more  nearly 
does  it  approximate  that  of  the  bank.  In  general,  it  may  be 
said  that  the  mercantile  credit  man  obtains  far  less  complete 
data  than  does  the  bank  credit  man.    Moreover,  there  is  a 
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difference  in  the  emphasis  placed  upon  the  information  se- 
cured. The  bank  credit  man  centers  his  work  around  the 
financial  statement  to  an  important  degree.  The  mercantile 
credit  man  relies  more  largely  upon  the  work  of  other  or- 
ganizations in  assembling  data  for  him. 

It  is  often  said  that  bank  credit  standards  are  higher  than 
are  mercantile  credit  standards.  This  means  merely  that  the 
bank  is  usually  unwilling  to  take  as  large  a  risk  as  wUl  the 
mercantile  house.  In  other  words,  it  anticipates  a  smaller 
bad  debt  loss  percentage  on  its  credit  extensions.  As  Bage- 
hot  said:  "There  is  a  cardinal  difference  between  banking 
and  other  kinds  of  commerce;  you  can  afford  to  run  much 
less  risk  in  banking  than  in  commerce,  and  you  must  take 
much  greater  precautions."  The  mercantile  credit  man  has 
to  go  much  further  than  the  bank  credit  man  in  an  effort 
to  aid  sales.  The  larger  profit  furnishes  the  extra  margin  on 
which  he  may  legitimately  operate,  while  the  smaller  unit 
transaction  may  diversify  the  risk.  Especially  is  such  liberal 
credit  necessary  where  the  mercantile  credit  man  has  the 
customer's  entire  business  and  he  must  be  prepared  if  neces- 
sary to  supervise  the  credit  very  carefully. 

The  Credit  Man 

The  credit  man  stands  to-day  as  a  specialist  in  modem 
business  problems  and  needs  to  be  one  of  the  best  all  around 
business  men  in  the  organization.  He  controls  over  90  per 
cent  of  all  transactions  involving  the  exchange  of  goods. 
More  than  that,  in  his  work  as  trained  observer  he  is  in 
contact  with  various  methods  of  conducting  business  and  the 
problems  that  business  faces.  He  is  called  upon  to  consider 
the  changing  course  of  economic  conditions.  And,  through 
his  association,  he  is  helping  to  shape  a  higher  standard  of 
business  ethics  and  is  engaged  in  work  which  is  broader  in 
scope  and  may  be  loftier  in  aim  than  that  of  any  other  depart- 
ment in  modern  business. 

Credit  work  involves  consideration  of  ever  varying  prob- 
lems, no  two  exactly  alike,  which  constantly  challenge  the 
resourcefulness  and  analytical  power  of  the  credit  man.    It 
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therefore  calls  both  for   certain  inherent   qualifications  or 
training  and  for  certain  educational  achievements. 

The  credit  man  must  have  a  love  for  his  work,  which,  of 
course,  may  be  cultivated.  Whether  this  be  termed  his 
"adaptability"  or  "background,"  is  immaterial.  Further 
qualifications  of  a  moral  and  intellectual  nature  may  perhaps 
best  be  summarized  as  follows : 

1.  Honesty,  in  the  sense  of  real  nobleness  of  character,  is  basic. 

2.  An  anal37tical  mind,  with  power  to  resolve  problems  into  their 
component  parts  and  to  recognize  their  essential  elements.  This 
requires  a  searching  and  patient  disposition  and  a  cool,  even  tem- 

•^  perament. 

3.  A  judicial  temperament,  to  weigh  the  information  presented  as 
to  both  accuracy  and  importance. 

4.  Thoroughness,  so  as  to  obtain  sufficient  information  on  deci- 
sive points  and  avoid  hasty,  ill-considered  decisions. 

5.  Alertness,  so  as  to  recognize  the  significance  of  chance  data 
in  relation  to  his  problem,  and  thus  develop  information  of  value, 
at  the  same  time  that  he  guards  against  waste  of  time  on  immate- 
rial aspects. 

6.  Firmness  in  adhering  to  decisions  once  made  as  the  result  of 
careful  study,  yet  open-minded. 

7.  Patience  in  dealing  with  others,  whether  customers  or  men 
inside  the  concern,  such  as  salesmen. 

8.  Resourcefulness,  not  only  in  developing  information  but  also 
in  handling  situations. 

9.  Tact  in  dealing  with  others,  whether  inside  or  outside  the 
concern. 

10.  A  good  memory,  so  as  to  recall  salient  facts  at  significant 
times. 

11.  Sympathy  and  helpfulness,  with  real  regard  for  interests  of 
both  customer  and  salesman. 

The  Credit  Man's  Educational  Qualifications 

The  credit  man  finds  knowledge  of  various  subjects  essen- 
tial. Much  of  this  will  be  developed  through  actual  practice, 
but  previous  knowledge  and  training  simplify  his  task.  Ade- 
quate preparation  enables  him  to  shorten  his  apprenticeship. 
If  engaged  in  business  during  the  day,  he  can  pursue  his 
studies  through  evening  courses  in  the  colleges  or  universities 
in  the  larger  centers,  or  he  can  either  take  correspondence 
courses  or  study  by  himself.    The  National  Institute  of  Credit, 
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sponsored  by  the  National  Association  of  Credit  Men,  en- 
deavors especially  to  reach  such  students  through  its  local 
chapters  and  by  mail.  It  awards  a  junior  certificate  and  a 
senior  certificate,  while  it  also  provides  for  associates  and 
for  fellows. 

A  broad  foundation  is  highly  desirable.  This  includes  not 
merely  English,  with  special  attention  to  credit  and  collection 
correspondence,  but  subjects  such  as  psychology,  ethics,  and 
logic.  The  broader  such  a  basis,  the  better  the  background 
afforded  for  credit  work.  In  fact,  an  integral  part  of  the 
"vision"  the  credit  man  displays  is  afforded  by  his  general 
background. 

Concretely,  the  following  subjects  merit  careful  study: 

1.  Economies,  so  as  to  understand  current  business  trends  and 
read  current  economic  literature  intelligently,  as  well  as  to  under- 
stand statistical  method.  In  particular,  much,  value  will  attach  to 
selecting  a  few  of  the  clearest  thinking  minds  of  the  day  and  paying 
close  heed  to  their  economic  utterances,  in  order  to  develop  a  sound 
economic  philosophy  and  to  understand  major  current  economic 
problems  and  factors  making  future  business  history.^  For  exam- 
ple, he  should  consider  carefully  the  large  number  of  failures  of 
small  business  concerns  that  may  be  occurring. 

2.  Accountancy,  so  as  to  analyze  a  financial  statement  and  when 
necessary  go  over  a  customer's  books.  This  preferably  involves 
accounting  problems,  theory,  cost  accounting,  and  auditing. 

3.  Business  finance,  especially  with  respect  to  corporations,  and 
dealing  with  current  operations  as  well  as  funds  permanently  in 
the  business. 

4.  Business  law,  especially  contracts,  sales,  and  bankruptcy,  so 
as  to  keep  from  making  mistakes  that  may  be  costly,  as  well  as  to 
know  when  to  obtain  legal  advice. 

5.  Business  methods,  including  the  organization  and  manage- 
ment of  enterprises  and  marketing.  The  credit  man  must  know 
good  practice,  particularly  in  his  industry. 

The  Credit  Man's  Background 

It  has  already  been  suggested  that  the  credit  man  must  have 
a  sufficient  background  if  he  is  accurately  to  envisage  the 
risk  set  before  him.     This  background,  for  the  mercantile 

8  A.  F.  Chapin,  Credit  and  Collection  Principles  and  Practice  (New 
York,  1929),  pp.  108-109. 
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credit  man,  may  be  recapitulated  at  this  point  tinder  the 
following  heads: 

1.  He  must  know  the  business  of  his  house.  The  value 
of  goods  handled  and  the  margin  of  profit  on  each  class  of 
goods  sold  is  important.  Similarly,  he  should  know  the  size 
of  stocks  on  hand  of  the  various  grades  and  qualities,  espe- 
cially in  lines  where  style  change  may  necessitate  rapid  mar- 
keting of  goods.  In  order  to  cooperate  with  other  branches 
of  the  business,  he  may  at  times  take  larger  risks,  either 
because  of  additional  profit  margins  or  in  order  to  move 
goods  out  of  stock. 

2.  He  must  know  the  business  of  his  customers.  He  should 
know  the  kind  of  business  in  which  the  customer  is  engaged, 
its  location  and  its  general  prospects.  Similarly,  he  should 
know  the  efficiency  of  the  customer's  organization,  as  well 
as  its  financial  strength.  Familiarity  with  competitive  and 
other  local  conditions  will  enable  him  better  to  judge  the 
risk,  set  terms,  handle  collections,  etc. 

3.  He  must  know  the  accounts  on  the  ledger.  He  should 
know  the  activity  of  each  account,  including  average  pur- 
chases made  during  different  seasons  of  the  year,  amount  of 
indebtedness  and  manner  of  payment.  In  this  way  he  can 
judge  the  requests  made  for  credit  and  detect  uncommon 
activity  or  other  unusual  developments. 

4.  He  must  follow  carefully  the  progress  of  accounts  on 
the  books.  By  keeping  up  to  date,  he  can  avoid  at  least  those 
difficulties  which  may  arise  from  the  lack  of  current  infor- 
mation. 

5.  He  must  know  conditions  in  different  sections  and  lo- 
calities. Poor  crops  in  an  agricultural  section,  strikes  in 
an  industrial  district,  or  population  shift  following  relocation 
of  a  major  local  industry  may  have  vital  influence  upon  debt 
paying  ability  of  customers. 

6.  He  must  know  the  industry.  This  includes  location, 
steps  and  methods  of  production  and  marketing,  general 
financial  strength  of  those  engaged  in  the  industry,  terms  of 
sale,  and  general  credit  hazard.  Without  such  knowledge, 
credits  cannot  be  handled  adequately. 
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Injunctions  to  the  bank  loan  officer  and,  with,  necessary- 
modifications,  to  the  bank  credit  man,  are  similar. 

The  qualifications  of  the  credit  man  have  been  succinctly 
summarized  as  f  oUows :  ^ 

Accurate  knowledge  of  the  company's  business,  the  customer's 
business,  and  general  business  conditions;  keen  judgment  of  men 
and  affairs;  constructive  imagination;  courage  to  act  upon  his  con- 
victions gained  through  the  exercise  of  the  foregoing  quaUties;  and 
finally,  energy  in  action  and  promptness  in  making  decisions. 

These  may  be  thought  of  as  the  more  common  qualifications  of 
the  average  successful  business  man.  The  credit  man,  however, 
must,  provided  he  serves  his  company  well,  combine  with  the  fore- 
going an  unusual  capacity  to  get  "the  other  fellow's"  point  of  view, 
and  to  sympathize  with  his  peculiar  dif&eulties.  The  credit  man 
must  be  cautious,  yet  optimistic;  he  must  be  conservative,  yet  will- 
ing to  take  a  chance ;  he  must  be  eternally  vigilant,  yet  always  acting 
on  the  assumption  that  men  in  general  are  honest.  Again,  the 
credit  man  must  be  possessed  of  an  unusual  capacity  to  cooperate 
with  others  in  the  organization,  particularly  with  the  sales  depart- 
ment. He  must  be  ready  to  effect  reconciliations  and  make  adjust- 
ments with  customers,  with  an  aim  at  all  times  to  "sell"  the  organi- 
zation and  its  policies  to  those  who  buy  from  his  concern.  In- 
variably he  should  be  tactful  and  patient  to  an  unusual  degree. 

The  Type  of  Business 

Credit  analysis  cannot  succeed  vrithout  an  adequate  factual 
basis.  "Causes  of  errors  by  credit  men,"  in  the  opinion  of 
one  authority,^"  "are  about  evenly  divided  betv^een  improper 
interpretation  of  credit  data  and  the  lack  of  sufficient  infor- 
mation prior  to  the  credit  decision. ' '  The  exact  scope  of  the 
investigation,  and  hence  the  time  and  cost  involved,  varies, 
of  course,  with  the  general  factors  of  size,  profitableness,  and 
risk  involved,  as  well  as  the  particular  purpose. 

The  investigation  is  designed  to  develop  data  as  to  the 
character,   capacity,   and   capital  possessed  by  the   subject?. 
This  information  is  regrouped  in  somewhat  different  fashion, 
in  the  actual  conduct  of  credit  work,  to  embrace  the  follow- 
ing matters: 

!>E.  E.  Lincoln,  Applied  Business  Finance  (4th  ed.,  New  York,  1929), 
p.  665. 

10  Chapin,  op.  cit.,  p.   137. 
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1.  Nature  of  business  and  form  of  organization 

2.  Antecedent  history  of  concern  and  its  principals 

3.  Financial  position  as  indicated  by  comparative  financial  state- 
ments for  several  years  past,  volume  of  sales  and  profits 

4.  Trade  record,  showing  reputation  and  record,  and  method  of 
taking  care  of  credit  obligations 

5.  Credit   conditions  and  hazards  in  the  industry 

The  credit  risk  varies  with  the  tjrpe  of  business.  The  credit 
man  must  be  familiar  with  the  industry,  and  the  particular 
position  of  the  applicant  therein.  In  cotton,  there  are  manu- 
facturers, converters,  jobbers,  retailers,  and  the  cutting-up 
trade.  Bach  stage  presents  a  credit  problem  peculiar  to  itself. 
In  general,  retailing  is  the  simplest  form,  while  jobbing  re- 
quires both  considerably  broader  kaowledge  of  general  market 
conditions  and  larger  capital.  Manufacturing  requires,  in 
addition,  manufacturing  ability  and  experience. 

A  manufacturer  who  produces  a  specialty  or  a  seasonal 
article  calls  for  much  different  analysis  than  does  one  who 
produces  a  product  steadily  in  demand.  For  the  latter,  large 
receivables  would  cause  terms  and  collection  policy  to  be 
queried,  while  large  merchandise  might  imply  some  specu- 
lative or  dead  stock.  For  the  specialty  manufacturer,  the 
possibility  of  change  in  demand  is  present,  and  the  margin 
of  profit  is  usually  high  to  allow  for  irregularity  in  demand. 
For  the  manufacturer  of  a  seasonable  article,  large  inven- 
tories are  carried  over  the  manufacturing  period,  with  heavy 
reliance  upon  bank  and  merchandise  creditors  at  that  time. 

Again,  a  merchant  presents  problems  essentially  different 
from  those  of  a  manufacturer.  Jobbers  carry  a  large  line  of 
diversified  merchandise,  some  of  which  moves  slowly.  Cash 
and  receivables  should  ideally  cover  current  debt,  without 
reliance  upon  inventory.  The  position  of  merchants  has  been 
affected  by  certain  economic  changes  that  are  occurring,  such 
as  increase  of  manufacturing  facilities,  direct  marketing  by 
manufacturers,  improvement  in  transportation  facilities,  and 
hand  to  mouth  buying. 

The  reader  who  is  interested  in  a  specific  industry  will 
do  well  to  consult  one  of  the  special  credit  studies  which 
have  been  made.    Among  the  most  thorough  of  these  is  the 
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work  of  Schwulst,  Extension  of  Bank  Gredit,'^^  the  scope  of 
•which  is  best  explained  by  its  subtitle,  "A  study  in  the 
principles  of  financial  statement  analysis  as  applied  in  ex- 
tending bank  credit  to  agriculture,  industry,  and  trade  in 
Texas." 

Leg^al  Organization 

The  sole  proprietorship  is  the  most  general,  as  well  as  the 
simplest  form  of  business  organization.  The  proprietor  is 
free  to  operate  as  his  own  judgment  dictates,  without  inter- 
ference or  restraint.  This  flexibility  in  management  may, 
however,  be  offset  by  lack  of  ability  in  one  of  the  branches 
of  production,  marketing  or  financing,  and  by.  the  strain 
involved  in  conducting  a  business  of  any  size.  If  he  becomes 
ill,  the  business  may  be  poorly  run,  while  if  he  dies,  the 
creditors'  money  may  be  tied  up  for  some  time,  even  though 
the  estate  is  ample.  Life  insurance  carried  by  the  proprietor 
for  the  benefit  of  the  estate  or  creditors  affords  some  pro- 
tection. And,  of  course,  the  owner's  total  estate,  other  than 
certain  property  exempted  by  state  law,  is  subject  to  the 
risks  of  the  business.  Yet  failures  are  more  frequent  in  sole 
proprietorships  than  in  partnerships  or  corporations,  due 
probably  to  the  ease  of  commencing  operations  which  prove 
ill  advised. 

In  the  sole  proprietorship,  the  creditor  should  ascertain 
that  the  business  conducted  is  a  legal  one,  that  the  owner 
is  neither  a  minor  nor  insane,  and  where  the  owner  is  a 
married  woman,  that  she  has  the  legal  right  to  transact  busi- 
ness. It  should  be  ascertained  that  she  is  not  merely  acting 
for  the  real  owner  in  the  person  of  her  husband  or  relative, 
who  for  legal  or  other  reasons  may  not  be  able  to  hold  prop- 
erty. Moreover,  where  the  debtor  has  a  sufficient  personal 
estate,  it  should  be  ascertained  that  the  title  to  the  property 
is  not  in  the  wife's  name,  nor  in  the  joint  names  of  husband 
and  wife.    In  neither  case  can  creditors  touch  the  property. 

11  Boston  and  New  York,  1927.  A  general  sketch  in  relation  to 
Federal  reserve  practice  is  contained  in  H.  P.  Willis  and  W.  H.  Steiner, 
Federal  Reserve  Bwnkvng  Practice  (New  York  and  London,  1926), 
Chap.  IX. 
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In  those  states  where  a  married  -woman  has  a  legal  right 
to  act  as  a  guarantor,  her  guaranty  will  enable  the  creditor 
to  reach  the  real  estate.  Furthermore,  when  the  business  is 
conducted  under  an  assumed  name,  the  real  name  or  names 
should  be  shown  also  as  proprietors,  in  order  to  determine 
questions  of  responsibility,  facilitate  collections  and  avoid 
error  in  checking  credits. 

The  partnership  is  a  simple  compact  unit  which  combines 
diversified  abilities  and  in  general  controls  larger  capital 
than  does  the  sole  proprietor.  ■  It  lacks  stability  in  that  it  is 
subject  to  dissolution  without  warning.  Hence  the  creditors 
must  watch  for  dissension  among  the  partners  and  com- 
plications arising  from  their  personal  obligations.  Of  course, 
each  general  partner  is  responsible  for  the  acts  of  all  the 
partners  and  liable  with  his  property,  both  in  and  out  of 
the  business,  for  all  the  debts  of  the  firm.  A  limited,  or 
special,  partner  is  not  liable  beyond  his  investment  in  the 
business.  The  limited  partner  must  set  forth  plainly  that 
his  liability  is  limited,  and  it  is  important  to  know  the  sum 
contributed  by  him  and  the  date  when  the  agreement  termi- 
nates. In  a  general  partnership,  it  should  be  noted,  while 
the  partners  are  individually  and  collectively  responsible  to 
their  creditors  and  to  each  other  for  their  acts,  all  the 
creditors  are  not  on  a  parity.  In  case  of  insolvency  of  the 
firm  or  of  any  partner,  the  general  creditors  of  the  firm 
have  a  prior  claim  to  the  firm's  assets  over  creditors  of  the 
individual  partners,  while  the  personal  creditors  have  a  prior 
claim  to  the  personal  assets  of  the  individual  partner.  The 
indorsement  of  a  partner  given  to  the  creditor,  makes  him 
both  a  business  and  a  personal  creditor. 

In  the  absence  of  an  agreement  to  the  contrary,  the  part- 
nership terminates  upon  the  death  or  withdrawal  of  a  partner. 
Neither  the  estate  of  a  deceased  partner,  nor  the  partner 
who  has  withdrawn,  can  be  held  liable  for  any  debt  incurred 
subsequent  to  demise  or  withdrawal.  But  death  or  with- 
drawal does  not  release  the  estate  or  individual  from  lia- 
bilities incurred  while  a  member.  The  creditor  should  learn 
at   once  what   disposition  is  to  be  made  of  the  business; 
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whether  it  is  to  be  liquidated,  or  the  interest  of  the  partner 
bought  out.  As  a  general  rule,  credit  arrangements  should 
be  revised  upon  the  death  of  a  partner. 

Corporate  and  Similar  Forms 

The  classic  definition  of  a  corporation  is  that  given  by 
Chief  Justice  Marshall  in  the  celebrated  Dartmouth  College 
case:  "A  corporation  is  an  artificial  being,  invisible,  in- 
tangible, and  existing  only  in  contemplation  of  law."  The 
fact  that  the  legal  requirements  of  the  several  states  differ 
in  certain  features  serves  to  make  this  form  of  organization 
somewhat  complicated.  The  chief  differences  that  concern 
the  credit  man  relate  to  exemptions  from  levy  on  certain 
corporate  assets  and  the  limitations  placed  upon  the  business 
that  may  be  conducted.  On  the  whole,  the  various  state  laws 
protect  the  interests  of  creditors  adequately. 

The  corporate  form  of  business  organization  possesses  cer- 
tain advantages  which  cause  credit  men  to  favor  it.  It  is 
not  terminated,  nor  is  the  routine  of  its  business  disturbed 
by  the  death  of  an  officer  or  stockholder,  especially  in  the 
case  of  larger  corporations;  and  it  may  have  perpetual  ex- 
istence. It  permits  easy  expansion  of  capital,  while  personal 
creditors  of  stockholders  cannot  touch  the  assets. 

The  chief  distinguishing  characteristic  is  the  limited  lia- 
bility of  the  stockholders.  This  is  often  regarded  as  a  disad- 
vantage, but  if  the  picture  is  clearly  shown  in  the  financial 
statement,  the  credit  man  can  have  little  cause  for  complaint. 
Some  exceptions  exist.  Bank  stockholders,  with  few  excep- 
tions, possess  double  liability.  In  California,  stockholders  of 
foreign  and  domestic  corporations  as  well  as  stockholders 
resident  in  California,  are  liable  for  such  debts  of  the  cor- 
poration as  were  incurred  while  they  were  stockholders,  in 
such  proportion  as  their  stock  bears  to  the  total  subscribed 
stock  of  the  corporation.  The  credit  man  is  also  interested 
in  the  fact  that  the  corporation  possesses  only  the  powers 
granted  it  by  law.  It  is  therefore  less  flexible,  and  more 
formal.  A  restraining  influence  at  times,  it  may,  nevertheless, 
make  possible  concealment  and  lack  of  responsibility. 


THE  CREDIT  PROBLEM  87 

It  is  also  essential  for  the  credit  man  to  realize  that  if 
authorized  by  its  charter  a  corporation  may  do  business  out- 
side the  state  where  it  was  created,  in  states  whose  laws 
permit  foreign  corporations  to  do  business  within  their 
borders.  Each  state  prescribes  the  terms  under  which  busi- 
ness may  be  so  conducted;  but  exactly  what  is  meant  by 
"transacting  business"  is  often  questioned.  This  subject  is 
of  importance  to  the  credit  man  because  it  affects  his  ability 
to  enforce  contracts  in  a  foreign  state. 

A  joint  stock  company  is  a  "voluntary  association  of  indi- 
viduals for  profit,  having  a  capital  divided  into  transferable 
shares,  the  ownership  of  which  is  a  condition  of  membership, 
directed  by  a  board  selected  by  the  members  and  operated 
by  its  agents.  In  other  words  it  is  a  securities-issuing  part- 
nership that,  in  a  limited  respect,  has  an  existence  apart 
from  the  lives  of  its  members. ' '  ^^ 

A  Massachusetts  or  common  law  trust  is  used  little  else- 
where than  in  Massachusetts.  It  is  an  unincorporated  asso- 
ciation with  limited  life,  which  is  as  far  as  possible  analogous 
to  the  ordinary  corporation.  Its  declaration  of  trust  corre- 
sponds roughly  to  the  corporate  charter,  its  trustees  to  the 
directors  of  the  corporation.  Action  against  the  trust  to 
recover  a  debt  is  in  the  nature  of  an  action  in  equity  to 
subject  the  trust  property  to  payment  of  the  debt. 

Estate  ownership,  due  to  the  death  of  a  customer,  fre- 
quently confronts  the  credit  man.  It  is  usually  of  brief 
duration,  lasting  only  until  the  business  can  be  sold  or 
liquidated.  It  is  often  unsatisfactory,  being  subject  to  more 
or  less  inexperienced  management  and  possible  dissension 
among  the  heirs. 

In  such  an  event,  the  credit  man  must  see  that  he  himself 
observes  the  legal  requirements,  as  weU  as  those  in  charge 
of  the  business.  The  estate  is  managed  by  one  or  more  execu- 
tors or  administrators.  The  executors  are  appointed  by  the 
decedent's  will  to  carry  out  its  provisions  and  they  are  limited 
by  the  terms  of  the  instrument.     The  creditor  should  there- 

12  A.  H.  Stockder,  Business  Ownership  Organization  (New  York, 
1922),  p.  100. 
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fore  satisfy  himself  of  their  power  to  act,  by  reference  to 
the  probated  will.  Administrators  are  appointed  by  the 
court,  usually  in  order  to  liquidate  the  business,  but  they 
may  in  some  cases  be  empowered  to  continue  it.  In  either 
case  it  is  essential  to  ascertain  whether  the  executors  or 
administrators  have  qualified  and  are  bonded. 

When  a  customer  dies,  the  creditors  should  change  the 
style  of  the  account,  for  example,  to  "Bourne  Lumber  Co., 
Estate  of  Walter  L.  Bourne,  Proprietor."  If  bills  are  then 
outstanding,  the  creditor  should  know  the  period  within  which 
he  has  to  file  his  claim  with  the  executors  or  administrators, 
in  order  to  share  in  the  distribution  of  the  estate.  He  should 
know  also  the  period  elapsing  before  the  executor  or  admin- 
istrator can  be  compelled  to  settle  claims.  Since  the  periods 
vary  according  to  the  state  in  question,  the  creditor  should 
not  neglect  to  consult  the  law  of  the  state  in  which  the  estate 
is  located. 

Sources  of  Information 

The  sources  whence  credit  information  may  be  drawn  are 
numerous.  The  credit  man  may  only  avail  himself  of  a  few 
in  certain  cases.  He  must  know  where  specific  information 
may  be  obtained,  and  especially  where  it  may  be  obtained 
most  quickly. 

The  commoner  sources  of  information  may  be  classified  in 
the  following  manner: 

1.  Internal  or  direct 

(a)   Credit  man's  personal  knowledge 
(&)  Personal  interview,  whether 

by  correspondence 

by  credit  man  or  his  representative 

by  salesman 

(c)  Survey  of  plant  or  business 

(d)  Financial  statement 

(e)  Past  record  (if  any)  with  the  house  or  bank 

2.  External  or  indirect 

(a)  Mercantile  agencies 
General 
Special 
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(6)  The  trade 

Direct,  either  by  correspondence,  in  person,  by  inves- 
tigator, or  at  trade  group  meetings 
Through  credit  interchange  bureaus,  conducted  by  credit 
men's  organizations  or  trade  associations 

(c)  Banks 

Commercial  paper  dealers  (for  banks  only) 

(d)  Attorneys 

(e)  Public  records 

(/)  Clippings  (news  and  trade  papers) 

(g)  Miscellaneous,  such  as  corporation  manuals  and  services 

In  other  words,  the  applicant  himself  directly  furnishes 
certain  data,  which  the  seller  or  bank  verifies  and  supple- 
ments by  reference  to  other  sources.  Some  of  these  sources 
are  primary,  such  as  business  houses  which  have  sold  the 
account,  but  others  are  secondary,  such  as  mercantile  agencies, 
which  merely  gather  data  and  experience  of  others.  Some, 
too,  combine  several  classes  of  data.  Many  agencies,  e.g., 
conduct  more  or  less  interchange  work. 

Certain  of  the  sources  are  particularly  valuable  for  sup- 
plying certain  classes  of  data  and  others  for  supplying  other 
classes.  A  well-balanced  investigation  must  therefore  draw 
from  a  number  of  sources,  particularly^ that  conducted  by  a 
bank,  which  seeks  to  get  back  to  primary  sources. 
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CHAPTER  V 

THE  BANK  CREDIT  DEPARTMENT 

Banking  differs  greatly,  as  already  indicated,  from  ordi- 
nary mercantile  and  manufacturing  enterprise.  Hence  credit 
department  organization  and  procedure  in  the  bank  differ 
greatly  from  those  found  in  the  business  concern.  The 
mercantile  credit  department  exercises  jurisdiction  over  the 
accounts,  the  bank  credit  department  merely  makes  recom- 
mendations with  respect  to  them.  Yet  the  bank  credit  de- 
partment is  far  more  thorough  in  its  work,  since  it  seeks 
to  have  recourse  to  original  rather  than  to  secondary  data 
compiled  by  others. 

Work  of  the  Bank  Credit  Department 

Ultimate  authority  over  a  bank's  loans  rests  with  the  board 
of  directors.  This  body  meets  weekly  or  monthly,  and  since 
its  members  are  in  large  part  active  business  men,  it  would 
find  itself  under  severe  pressure  if  it  undertook  to  pass  upon 
the  volume  of  loan  applications  made  to  a  large  bank.  Hence 
it  uses  certain  devices  to  control  loans  and  discounts,  and 
at  the  same  time  guard  the  responsibility  of  its  members. 
The  first  device  is  to  extend  lines  of  credit  to  specified  bor- 
rowers, naming  maturity,  aggregate  indebtedness,  security, 
and  interest  rate,  under  which  designated  officers  may  grant 
advances  from  time  to  time.  Second,  is  to  use  a  discount 
committee,  composed  of  a  few  officers,  some  of  them  possibly 
directors,  who  pass  upon  applications  as  they  arise,  and 
bring  their  decisions  before  the  regular  directors'  meeting 
for  final  review.  The  third  device  is  to  allocate  all  loan 
applications  arising  from  a  certain  territory  or  industry  to 
an  officer  who,  acting  singly  or  as  a  member  of  the  discount 
committee,  passes  upon  the  applications  as  they  arise,  within 
limitations  set  by  the  directors,  and  whose  decisions  are  later 
reviewed  at  the  directors'  meeting.     In  any  case,  certain 
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officers  come  in  direct  contact  with  customers  desiring  loans, 
and  discuss  the  applications  with  them. 

In  order  to  furnish  information  to  the  loan  officers  and 
to  the  discount  committee,  the  credit  department  was  created. 
Eegardless  of  the  bank's  size  and  particular  method  of  organ- 
ization, when  the  functions  it  performs  are  considered,  three 
duties  are  seen  to  devolve  upon  it: 

1.  Investigation,  to  gather  credit  information 

2.  riling,  to  classify  and  file  such  information 

3.  Analysis,  to  render  opinions  or  recommendations  on  credit 
risks,  based  on  the  digest  of  such  information 

The  large  city  bank  gathers  and  analyzes  information  on 
a  variety  of  risks.  These  include,  not  only  its  own  customers, 
but  also  other  local  and  out  of  town  names,  both  bank  and 
trade,,  as  well  as  commercial  paper  names,  and  bonds  and 
stocks.  This  information  provides  a  basis  for  passing  upon 
applications  for  loans  and  renewals,  establishment  of  lines 
of  credit,  purchase  of  commercial  paper  and  acceptances, 
acceptability  of  paper  offered  as  collateral,  issue  of  letters 
of  credit,  solicitation  of  new  business,  corporate  trust  ac- 
counts, and  issue  of  securities.  In  addition  to  obtaining  data 
for  its  own  bank,  the  credit  department  exchanges  informa- 
tion with  correspondent  banks,  trade  customers,  and  other 
bank  and  trade  connections.  The  exact  extent  to  which  a 
bank  wiU  render  such  credit  service  depends  upon  its  general 
policy  and  the  nature  of  its  business. 

In  addition,  some  banks  give  to  the  credit  department 
certain  duties  generally  performed  by  other  departments. 
They  require  the  credit  department  to  conduct  all  corre- 
spondence— ^by  mail  or  telegraph — relative  to  payment  or 
nonpayment  of  discounted  notes  and  substitution  of  receiv- 
ables. They  also  require  it  to  examine  monthly  average  bal- 
ances of  all  customers  and,  in  event  of  material  changes, 
to  requisition  reports  on  such  balances  from  the  analysis 
department,  as  well  as  to  prepare  statements  of  average 
balances  of  all  accounts  for  the  loan  officers. 
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Development  of  the  Department 

Bank  credit  departments  have  had  a  relatively  recent  origin, 
and  their  growth  has  been  slower  than  that  of  trade  credit 
departments.  Their  establishment  dates  back  only  to  about 
1890,  and  prior  to  1900  they  were  confined  largely  to  New 
York  City.  The  first  bank  credit  department  was  organized 
by  the  Fourth  National  Bank  of  New  York  under  the  spon- 
sorship of  James  G.  Cannon.  Later,  credit  departments 
appeared  in  Boston  and  Philadelphia  and  then  gradually 
spread  to  the  South  and  "West.  Since  1900  the  development 
has  been  both  extensive  and  intensive.  There  has  been  a 
great  increase  in  the  number  of  banks  that  have  inaug- 
urated credit  departments,  as  well  as  an  added  thorough- 
ness of  their  work.  In  fact,  the  tendency  is  now  toward 
intensive  development  of  credit  methods.  This  is  reflected, 
for  example,  in  the  elaborate  credit  files  which  some  country 
banks  at  present  maintain,  despite  the  fact  that  they  possess 
no  formal  credit  department  organization. 

The  growth  of  the  bank  credit  department  has  been  due 
to  several  leading  forces.  At  the  opening  of  the  century, 
the  local  character  of  its  business  and  the  personal  relations 
existing  between  the  bank's  ofScers  and  its  borrowing  cus- 
tomers made  it  possible  to  pass  upon  applications  for  credit 
by  mere  oral  discussion.  To-day  such  procedure  does  not 
suffice.  Modern  business  is  highly  complex,  diversified  in 
character,  and  subject  to  rapid  changes  Business  establish- 
ments are  growing  both  in  number  and  in  size,  and  the  cor- 
porate form  of  organization  is  succeeding  the  individual  and 
partnership.  On  their  part,  banks  have  increased  both  the 
number  and  the  size  of  their  accounts,  and  have  drawn  them 
from  a  wider  area.  More  systematic  records  and  more  scien- 
tific credit  work  have  accordingly  become  a  necessity  for 
them. 

The  movement  has  been  accompanied  by  increased  prep- 
aration of  financial  statements,  and  adoption  of  standard 
forms  for  that  purpose,  first  noticeable  during  the  years 
following  the  panic  of  1893.    It  has  been  accelerated  by  the 
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development  of  the  open  market  for  commercial  paper, 
wherein  contact  is  lost  between  those  borrowers  whose 
paper  is  sold  and  the  ultimate  lender  who  buys  the  paper. 
During  the  last  twenty  years,  the  inauguration  of  the  Fed- 
eral reserve  system  has  served  to  focus  increased  attention 
upon  credit  methods.  Most  of  the  reserve  banks  have  rec- 
ommended to  their  members  standard  statement  forms ;  while 
the  institution  of  the  par  collection  system  for  handling 
checks  has  made  the  credit  service  of  a  city  correspondent 
of  much  greater  importance  than  heretofore.  The  Robert 
Morris  Associates,  the  national  organization  of  bank  credit 
men,  has  made  much  study  of  credit  analysis,  and  to  their 
efforts  is  largely  due  the  intensive  development  of  methods 
just  cited.  Finally,  the  rapid  change  in  1920  and  1921  from 
a  period  of  prosperity  to  one  of  depression  in  many  lines 
affected  banks  in  two  ways.  On  the  one  hand,  the  decline 
in  their  income  called  attention  to  the  need  for  a  maximum 
degree  of  efficiency;  on  the  other  hand,  it  emphasized  the 
necessity  for  watching  credits  closely,  and  demonstrated  the 
importance  of  credit  work.^ 

Credit  Department  Organization 

The  small  bank  may  use  one  or  two  individuals  to  perform 
all  the  necessary  credit  operations.  The  large  city  bank, 
however,  necessarily  possesses  an  elaborate  organization.  The 
volume  of  its  work  permits  it  to  specialize  the  members  of 
its  staff.  The  units  or  groups  into  which  its  credit  department 
is  divided  are  charged  with  the  following  duties : 

A.    Operating 

1.  Supervision 

2.  Investigation 

3.  Statement  analysis 

4.  Credit  reporting,  both  for  officers  and  for  outside  inquiries 


1  Some  years  ago,  a  survey  of  20  representative  New  York  City  banks 
showed  a  staflF  of  16,395,  of  whom  1,398  were  officers  and  department 
heads  and  14,997  employees  engaged  in  clerical  work.  Of  the  latter, 
1,118,  or  approximately  8  per  cent,  were  directly  or  indirectly  con- 
nected with  the  credit  department,  and  among  them  were  241  investi- 
gators. R.  F.  Prudden,  The  Bank  Credit  Investigator  (New  York, 
1922),  pp.  11-13. 
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B.    Facilitating 

1.  Filing 

2.  Stenographic 

1.  The  credit  department  is  usually  under  the  supervision 
of  a  junior  officer — an  assistant  cashier  or  a  credit  manager. 
He  confers  with  the  various  group  or  section  heads,  prepares 
credit  reports  and  examines  reports  written  by  his  credit 
men,  and  he  confers  with  the  loan  offiieers  and  the  loan  and 
discount  committee.  He  is  responsible  to  a  senior  officer, 
while  each  group  head  is  responsible  to  him.  In  a  large  insti- 
tution, he  is  aided  by  one  or  more  assistant  managers. 

2.  The  investigative  group  has  as  its  duty  the  collection 
and  the  compilation  of  credit  information.  It  works  more 
or  less  closely  with  the  credit  men  in  the  department,  but  in 
general  it  is  under  the  direction  of  a  chief  investigator.  He 
assigns  subjects  of  inquiry,  outlines  the.  scope  of  the  infor- 
mation to  be  obtained,  and  reviews  the  reports  of  the  investi- 
gators (generally  prepared  with  a  dictaphone)  before  these 
are  turned  over  to  the  credit  men  and  placed  in  the  credit 
folders.  Some  banks  also  require  the  investigators  to  obtain 
data  by  correspondence  from  out  of  town  banks  and  business 
houses,  but  other  institutions  assign  this  duty  to  the  credit 
men. 

Investigators  require  some  knowledge  of  accounting,  in 
order  to  analyze  intelligently  the  financial  settlements  they 
obtain  in  their  interviews.  Hence  they  usually  serve  an 
apprenticeship  in  the  statement  analysis  section.  Some  banks 
specialize  their  investigators  according  to  lines  of  business, 
in  the  thought  that  they  will  thus  acquire  a  greater  knowl- 
edge of  trade  conditions  and  develop  better  sources  of  infor- 
mation. Other  banks,  however,  oppose  the  practice,  for  they 
feel  that  the  specialized  investigator  is  apt  easily  to  grow 
stale. 

3.  The  duty  of  the  statement  analysis  unit  is  to  "spread 
out"  or  "set  up"  on  comparative  statement  forms  the  finan- 
cial statements  furnished  the  bank.  The  items  are  rearranged 
in  such  a  manner  as  to  disclose  significant  changes,  as  well 
as  the  relationship  existing  between  leading  groups  of  items, 
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and  to  permit  ready  comparison  with  statements  of  other 
concerns. 

Each  analyst  should  have  an  understanding  of  account- 
ing. The  treatment  of  a  particular  item  concerning  which 
doubt  arises,  is  generally  decided  by  the  section  head  or  the 
credit  manager,  rather  than  by  the  analysts  themselves.  In 
some  banks  the  latter  also  comment  on  the  statements,  indi- 
cating weak  and  doubtful  conditions,  and  pointing  out  omis- 
sions and  marked  changes.  Most  banks,  however,  feel  that 
such  work  serves  only  to  duplicate  that  of  the  credit  men. 
The  statement  analysts  are  especially  rushed  at  certain  sea- 
sons of  the  year,  and  may  require  help  at  such  times  from 
those  regularly  engaged  in  other  phases  of  the  department's 
work. 

4.  The  credit  men  report  upon  names  on  the  basis  of  the 
data  furnished  by  the  investigators  and  statement  analysts. 
This  report  may  be  oral  or  written ;  it  may  be  designed  for 
the  bank's  own  use  or  to  answer  an  outside  inquiry. 

No  standard  method  exists  for  dividing  the  work  among 
the  credit  men,  but  each  bank  determines  the  plan  best  suited 
to  its  own  needs.  Some  banks  divide  the  names  alphabet- 
ically; some  according  to  territories,  such  as  Federal  reserve 
districts;  and  some  according  to  lines  of  business.  Where 
this  is  done,  and  no  further  subdivision  is  made,  the  same 
credit  man  handles  applications  from  customers  for  loans, 
as  well  as  inquiries;  for  he  covers  all  customers  in  his  par- 
ticular field.  Other  institutions,  however,  feel  that  the  reason 
for  the  report  is  more  important  than  the  kind  of  name. 
Hence  they  assign  a  number  of  credit  men,  known  as  corre- 
spondents, to  answer  inquiries  received  through  the  mails 
or  made  verbally,  while  they  detail  others  to  make  recom- 
mendations to  the  loan  ofScers  on  names  applying  to  the 
bank  for  credit.  In  these  banks,  the  same  file  may  be  handled 
by  two  different  credit  men,  according  to  the  purpose  of 
the  inquiry. 

Some  banks  are  content  with  one  of  these  two  general 
methods  of  division  of  the  work.  Others,  however,  further 
subdivide  inquiries,  using  a  secondary  basis  of  classification. 
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Thus  a  bank  may  divide  its  own  accounts  into  business  houses 
and  banks,  and  inquiries  into  customers,  commercial  paper 
names  and  general  inquiries,  or  else  it  may  divide  each  terri- 
torially. In  general,  the  plan  of  dividing  the  work  by  indus- 
tries tends  to  make  the  credit  man  a  specialist  in  the  par- 
ticular line  he  covers,  while  the  territorial  scheme  gives  him 
an  opportunity  to  secure  a  broader  familiarity  with  general 
conditions  and  with  various  industries,  even  though  his  knowl- 
edge may  not  be  quite  so  detailed  in  any  one  line.  "Whatever 
the  basis,  he  becomes  a  specialist  on  the  class  of  names  to 
which  he  is  assigned. 

A  bank  with  a  large  volume  of  foreign  work  finds  terri- 
torial division  advisable.  This  enables  the  credit  man  to 
become  familiar  with  different  banking  systems,  trade  prac- 
tices, and  economic  and  political  conditions,  a  knowledge  of 
which  is  absolutely  essential  to  intelligent  handling  of  foreign 
credits. 

The  Credit  File 

Essential  to  effective  credit  work  are  adequate  records — 
accurate,  comprehensive,  up-to-date,  and  in  order.  The  credit 
department  has  as  its  basis  the  credit  file.  The  filing  section 
is,  therefore,  highly  important.  It  includes  file  clerks,  typists, 
and  messengers.  The  group  sorts  out  the  material  for  filing, 
places  it  in  the  proper  folders,  delivers  and  charges  out 
folders  to  the  credit  men,  officers  and  others  who  may  need 
them,  keeps  track  of  the  folders  as  charged,  and  refiles  them 
after  they  have  been  returned.  It  prepares  folders  for  new 
names,  and  makes  up  index  cards  for  them.  Through  a 
tickler  system  it  brings  names  up  automatically  to  be  con- 
sidered for  file  revision,  sends  out  requests  for  statements 
and  agency  reports,  and  records  replies  to  such  requests. 

In  the  credit  file,  a  folder  for  each  name  contains  all  the 
information  accumulated  on  the  subject  in  question,  and  it 
thus  affords  the  basis  for  reaching  a  judgment  as  to  that 
particular  name.  The  style  of  folder  differs  somewhat,  but 
it  is  usually  a  pressboard  cover,  letter  size,  which  opens 
like  a  book.     Many  filing  systems  are  in  use.     The  choice 
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of  the  individual  bank  depends  largely  upon  the  number, 
type,  and  locality  of  its  accounts.  "When  the  number  of 
folders  is  large,  the  file  is  usually  divided  into  various  sec- 
tions, and  inactive  names  are  separated  from  active  ones. 
The  folders  are  often  filed  alphabetically  for  domestic  names 
other  than  banks,  alphabetically  by  cities  for  domestic  banks, 
and  geographically  for  foreign  names,  whether  banks  or  busi- 
ness houses.  Domestic  trade  names  may  further  be  sub- 
divided, for  example,  into  own  accounts,  commercial  paper 
names,  and  nonaeeounts.  An  aid  in  identifying  the  par- 
ticular class  of  name  is  the  colored  folder,  or  colored  tab. 

The  arrangement,  content,  and  bulk  of  the  credit  folder 
likewise  vary  in  different  banks.  Some  banks  follow  no  set 
order  in  placing  material  in  the  folder;  others  divide  it  into 
sections  by  labeled  stiff  paper  guides.  Some  institutions 
classify  the  information  as  direct  and  indirect,  fastening  the 
former  at  the  top  to  one  cover  or  side  of  the  folder,  the 
latter  to  the  other  cover,  instead  of  fastening  it  in  book 
fashion.  The  bulk  of  the  folder  depends  largely  upon  the 
importance  of  the  name  and  the  bank's  practice  of  keeping 
original  letters  in  the  file  or  of  summarizing  them  on  a  special 
sheet.  Some  banks  believe  that  the  extra  cost  entailed  in 
abstracting  justifies  itself  by  the  more  efficient  perusal  of 
the  file  that  the  practice  permits;  others  maintain  that  the 
delay  in  getting  material  into  the  files  and  the  less  vivid 
impression  a  mere  abstract  makes  upon  the  loan  officer,  are 
a  disadvantage. 

The  sections  in  the  large  bank's  credit  folder  are  in  some- 
what the  following  order: 

1.  Fly  leaf,  or  history  sheet 

2.  Offering  tickets 

3.  Comparative  statement  sheets 

4.  Mnaneial  statements  as  submitted 

5.  Information,  including  interviews  with  banks  and  answers  to 
bank's  out  of  town  inquiries,  and  officers'  memoranda  on  interviews 
with  the  subject.  If  a  commercial  paper  name,  a  memorandum  of 
purchases  is  included 

6.  Inquiries  from  others  on  subject,  and  bank's  answers  thereto 

7.  Correspondence  to  and  from  subject 
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8.  Agency  reports 

9.  Circulars  and  clippings,  drawn  from  the  bank's  library 

10.  Affiliations 

11.  New  business 

A  few  of  these  sections  require  further  explanation.  The 
fly  leaf  or  history  sheet  recites  the  principal  facts  about 
the  name.  While  it  differs  for  banks,  business  houses,  and 
individuals,  the  data  it  gives  comprise  part  or  all  of  the  fol- 
lowing matters:  name,  address,  nature  of  business,  names 
of  ofScers  and  directors  or  partners  and  their  outside  inter- 
ests, date  of  opening  account  (if  an  account  of  the  bank), 
party  introducing,  terms  on  which  account  is  accepted,  officer 
accepting,  note  broker  (if  any)  used,  banking  connections, 
names  of  affiliated  concerns,  remarks.  The  information  and 
inquiry  sections  may  contain  the  actual  letters  received  and 
copies  of  the  letters  written  (perhaps  on  the  back  of  the 
original  letter  of  inquiry) ;  or  these  may  be  filed  elsewhere, 
and  a  record  or  abstract  be  placed  in  the  credit  file.  The 
same  letter  is  usually  sent  in  reply  where  several  inquiries 
are  received  relative  to  the  same  subject,  providing  no  change 
in  status  has  occurred.  Whatever  the  practice  followed,  the 
appropriate  officer's  initials  should  be  placed  on  the  memo- 
randa he  furnishes.  Unfavorable  information  may  well  be 
underlined  in  red  throughout  the  file,  and  favorable  perhaps 
in  blue  or  black.  The  section  on  circulars  contains  pros- 
pectuses, advertisements,  and  offering  sheets  prepared  when 
securities  of  the  concern  are  offered  to  the  public,  as  well 
as  the  New  York  Stock  Exchange  official  listing  notices.  The 
number  of  clippings  varies  greatly  in  different  banks.  Some 
institutions  require  certain  members  of  the  department  to 
read  specified  papers  regularly,  and  mark  data  to  be  clipped. 
The  affiliations  section  summarizes  data  concerning  affiliated 
or  subsidiary  companies,  while  the  new  business  section  con- 
tains memoranda  to  and  from  the  new  business  department 
on  prospective  accounts  or  accounts  recommended  for  solici- 
tation. In  addition,  some  banks  have  their  credit  men  pre- 
pare a  summary  of  the  important  data  on  the  name  in 
question,   usually   only   for   important   borrowing   accounts. 
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The  object  is  to  avoid  detailed  study  of  all  the  data  in  the 
folder,  and  the  practice  is  helpful  to  the  loan  officer  and 
in  writing  letters.  This  sheet  is  usually  filed  either  next  to 
the  fly  leaf  or  on  top  of  the  information  section. 

Indexing  and  Revising  Files 

A  card  index  system  is  generally  used  by  large  banks. 
It  shows  whether  or  not  a  folder  is  available  for  the  name 
on  which  information  is  desired.  Each  card  lists  the  name 
and  address  of  the  subject,  and  the  date  when  the  folder 
commenced.  The  cards  may  be  arranged  alphabetically,  or 
else  in  the  same  divisions  as  in  the  credit  folder.  Further 
to  aid  identification,  they  may  be  of  distinctive  colors  or 
possess  colored  tabs,  the  colors  in  either  case  corresponding 
to  those  used  in  the  credit  folder.  Some  of  the  index  cards 
may  not  refer  to  separate  folders,  but  may  be  cross  reference 
cards  to  the  folders  of  interested  or  affiliated  companies.  A 
few  institutions  also  have  another  set  of  cards  made  up  as 
a  classified  trade  index,  which  is  an  aid  to  revision  and  new 
business  solicitation,  and  some  even  a  third  set,  classified  on  a 
geographic  basis. 

Large  banks  supplement  the  card  index  by  records  designed 
to  show  the  location  of  the  folder  when  it  is  out  of  its  regular 
place,  and  to  facilitate  its  prompt  return.  A  formal  requi- 
sition or  a  special  card  may  be  placed  in  the  file  in  the  place 
of  the  folder  removed,  or  else  the  requisitions  and  sheets 
showing  subsequent  transfer  to  others  may  be  made  the  basis 
of  a  special  record  of  folders  out.  The  rule  often  adopted 
that  no  credit  folder  shall  be  placed  in  any  desk,  but  shall 
always  be  left  on  top,  materially  facilitates  return  of  folders 
no  longer  needed  to  their  proper  places  in  the  file. 

Practice  differs  as  to  the  frequency  with  which  credit 
folders  are  revised,  according  to  the  bank  in  question,  aad 
also  according  to  the  type  of  name.  In  the  last  analysis, 
the  loan  officer  in  charge  of  the  name  is  the  judge.  Auto- 
matic revision  of  folders  by  many  banks — every  six  months, 
nine  months,  or  year,  according  to  the  institution  in  question 
— occurs  only  for  active  borrowing  accounts  and  commercial 
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paper  names  appearing  in  the  market.  The  names  are 
brought  to  attention  through  a  tickler  system,  the  steps  taken 
in  revision  being  noted  on  the  card.     Other  banks  instead 


R  RVTSinM 

n,»- 

OUT-OF-TOWN    INQUiniES  TO    DU    MAJDB                                                                                         J 

Form 
Liclicr 
No. 

Letter 
No. 

TRADE                                      1 

Nunc 

Addreu 

NUDC 

Addren 

/'-\_ 

-u 

cy 

AceiiEy  lUporti  Oidwvd 

NATURE  OF  INQUIRY 

Dun* 

SbM  Sc  Lcithcr  H»rcu>ti]«  Ag«ncr 

Nitioiul  Credit  Office 

Biibopi 

Credit  BuUetla  PuUiiblDf  Co. 

CammecdBl  Pnper  Name 

Gtniinl  Inquiry:  ReipomibUily:  SUailinx:  Etc. 

Revliion  Our  Accoant 

New  Account  OSercd,  SoUdtcd  or  Aulidpatcd 

NAin  or  INQDIRBR-. 

DATB  OP  IHQDIRY:                                                                                                BBCSIVHD 

Fig.  7.    Ebvision  sheet,  fob  coNDtrcriNG  revision  of  a        ' 

CREDIT  FOLDER 

revise  folders  of  borrowing  accounts  several  weeks  prior  to 
important  maturities,  or  just  before  the  customary  borrowing 
season.  In  this  way,  the  officer  has  fresh  data  at  hand  to 
decide  on  the  proper  course  of  action.     For  other  trade 
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names,  revision  will  be  made  only  when  inquiries  are  re- 
ceived. A  special  investigation  is,  of  course,  initiated  at  once 
on  a  borrowing  account  or  commercial  paper  name  in  the 
event  that  any  change  in  condition  comes  to  notice. 

The  content  of  the  investigation — in  particular  the  refer- 
ences to  be  consulted  and  the  particular  points  to  be  covered — 
may  be  indicated  by  the  officer,  by  the  credit  man,  or  by 
an  investigator.  Its  conduct  in  the  case  of  trade  names 
is  facilitated  by  the  use  of  a  special  revision  sheet  of  the 
kind  reproduced  in  Figure  7,  which  makes  it  possible  to  follow 
the  revision  in  all  its  aspects  from  beginning  to  end. 

Auxiliary  Records 

Chief  among  the  auxiliary  credit  records  are  the  average 
balance  and  loan  cards.  These  are  sometimes  used  so  fre- 
quently that  some  banks  provide  several  sets,  e.g.,  one  for 
the  ofScers'  platform,  one  for  the  credit  department— per- 
haps to  be  placed  in  the  credit  folder — and  one  for  the 
new  business  department.  The  card  prepared  for  each  cus- 
tomer's account  shows  the  average  daily  or  monthly  loans 
and  deposits  over  a  series  of  years.  It  may  give  supple- 
mentary information,  such  as  the  interest  rate,  and  com- 
mercial paper  purchases  of  the  name,  perhaps  in  detail  on 
the  reverse  side.  Some  banks  believe  this  detail  unnecessary, 
as  it  merely  duplicates  the  credit  file.  The  card  is  especially 
useful  because  of  the  emphasis  that  bankers  place  upon  the 
maintenance  of  compensating  deposit  balances  by  their  bor- 
rowing accounts,  as  well  as  to  show  the  profitableness  and  trend 
of  the  account. 

The  central  file  is  widely  used  in  large  and  highly  depart- 
mentalized banks,  especially  in  connection  with  the  activities 
of  their  new  business  departments.  A  card  is  filed  in  alpha- 
betical order  for  each  customer,  showing  the  most  important 
facts  with  respect  to  his  account,  and  in  particular  the 
services  that  the  institution  renders  to  him.  Similar  cards 
are  also  prepared  and  filed  for  prospective  customers.  While 
the  cards  in  large  measure  duplicate  the  information  given 
on  the  fly  leaf  in  the  credit  folder,  they  are  useful  because 
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of  the  summarized  picture  of  the  account  that  they  give 
within  brief  compass. 

In  addition,  the  discount  sheets  prepared  daily  may  circu- 
late in  the  credit  department  for  the  information  of  the 
credit  men,  keeping  them  advised  of  the  amount  and  form  of 
borrowings  of  their  individual  customers. 

Finally,  the  large  bank  requires  several  facilitating  records 
in  the  credit  department,  in  order  to  know  at  all  times  the 
status  of  its  credit  work.  A  card  record  shows  the  date 
on  which  agency  reports  are  requested  and  received;  a 
monthly  tickler  system  shows  the  statements  due  each  month 
(unless  this  be  combined  with  the  automatic  file  revision 
tickler  already  mentioned),  and  a  card  record  kept  by  the 
chief  investigator  shows  the  status  of  each  investigation. 
Although  the  chief  emphasis  must  be  upon  quality  rather 
than  quantity  of  work,  a  few  statistics  of  the  volume  of  opera- 
tions affords  a  check  upon  the  department's  activities  and 
unit  operating  expenses.  Among  such  statistics  are:  number 
of  revisions  made,  number  of  inquiries  answered,  number 
of  letters  sent  out,  and  number  of  agency  reports  received. 

Relation  to  Other  Departments 

Most  important  is  the  relation  of  the  credit  department 
to  the  officers  handling  the  various  accounts,  and  who  pass 
on  the  applications  for  credit.  The  credit  department  pre- 
pares the  material  on  the  subject,  which  serves  as  a  basis 
for  the  officer's  judgment,  and  may  suggest  a  line  of  credit 
to  him.  In  some  banks,  it  reviews  weekly  the  loans  made, 
while  it  also  should  detect  any  unusual  developments  in  the 
borrower's  affairs.  The  closeness  of  the  relationship  is  evi- 
dent from  the  fact  that  in  at  least  one  large  New  York  insti- 
tution credit  men  are  assigned  as  assistants  to  the  loarr 
officers. 

The  credit  department  is  indispensable  in  new  business 
work,  whether  this  is  conducted  by  a  separate  department, 
or  is  entirely  in  the  charge  of  the  loan  officers.  It  discovers 
valuable  "leads,"  both  as  to  prospective  accounts  and  as 
to  customers  who  can  use  additional  services.    It  passes  on  the 
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desirability  of  names  before  the  new  business  staff  solicits 
them  (being  careful,  of  course,  not  to  solicit  information 
from  a  bank  which  already  has  the  account).  In  both  these 
ways,  it  cooperates  with  what  may  be  called  the  "sales" 
department  of  the  bank.  In  most  banks,  the  credit  depart- 
ment obtains  similar  credit  information  for  the  foreign  ex- 
change, letter  of  credit,  bond,  and  other  departments. 

Finally,  in  banks  which  maintain  special  industrial  service 
departments — ^whose  function  it  is  to  advise  clients  and  pro- 
spective clients  with  respect  to  business  methods,  as  well  as 
to  follow  the  condition  of  embarrassed  and  bankrupt  con- 
cerns to  whom  the  bank  has  lent — the  accountants  in  the 
credit  department's  statement  analysis  group  may  aid  in 
auditing  books,  examining  accounting  records,  etc. 

Branch  Credit  Work 

Recently  the  tendency  of  banks  has  been  to  establish 
branches  in  increasing  numbers.  This  fact  has  created  a  new 
problem  for  the  credit  department:  How  shall  credit  work 
be  divided  between  head  ofSce  and  branches,  and  what  shall 
be  the  relation  between  the  two?  Actually,  it  raises  the 
more  fundamental  question:  What  shaU  be  the  status  of 
the  branch — independent  and  autonomous,  or  subordinate? 
There  are  two  answers.  In  some  banks,  the  branches  are 
little  more  than  stations  for  receiving  deposits  and  paying 
funds,  as  well  as  for  receiving  loan  applications,  which  they 
pass  on  for  decision  to  the  head  office.  In  such  cases,  the 
branch  may  make  its  recommendations,  and  assemble  some 
data,  but  necessarily  its  credit  work  is  limited.  The  main 
office  handles  all  commercial  paper  names  and  maintains  the 
necessary  files,  making  additional  investigation  if  needed. 
.  Other  banks  refer  to  their  branches  as  offices,  and  have 
the  main  office  act  merely  as  an  executive  or  coordinating 
office  for  the  activities  of  a  number  of  unit  or  neighborhood 
banks.  Credit  work  in  such  institutions  is  decentralized,  each 
office  being  a  unit  with  its  own  credit  force-manager,  investi- 
gators, analysts,  credit  men,  and  files,  as  may  be  necessary 
to  conduct  its  business.    The  main  office  handles  commercial 
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paper  names  and  perhaps  general  inquiries,  and  it  may  review 
all  the  loans  made  at  each  office  and  keep  a  central  liability 
record.  These  banks  stress  the  advantages  of  personal  con- 
tact with  customers  by  a  staff  peculiarly  acquainted  with 
their  requirements.  A  system  more  or  less  along  these  lines 
is,  of  course,  more  especially  necessary  where  branches  are 
located  throughout  the  state,  local  offices  perhaps  being  aided 
by  local  loan  committees. 

Between  these  two  extremes  stand  the  majority  o£  insti- 
tutions which  to-day  possess  branches.  In  a  general  way,  it 
may  be  said  that  credits  are  supervised  by  the  main  office. 
Limits  are  set  for  local  officers,  increasing  with  their  experi- 
ence and  rank,  and  they  are  required  to  take  up  larger 
loans  with  the  main  office.  Where  branches  are  confined  to 
the  city  in  which  the  main  office  is  situated,  or  immediately 
adjacent  thereto,  a  weekly  meeting  of  the  loan  officers  of  all 
the  branches  which  do  any  substantial  lending  with  the  main 
office  executive  in  charge  of  credits  may  be  called  to  review 
all  loans. 
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CHAPTER  VI 

THE  MERCANTILE  CREDIT  DEPARTMENT 

Business  concerns  differ  from  one  another,  both  in  problems 
and  internal  structure,  far  more  than  banks  do.  Conduct  of 
their  credit  work  is  no  exception.  Accordingly  discussion 
of  function  alone  can  be  attempted,  just  as  in  the  case  of 
the  bank  credit  department.  The  present  chapter  wiU  seek 
to  indicate  the  principal  activities  of  the  credit  department 
of  manufacturing  and  wholesale  enterprises,  and  the  leading 
methods  of  performing  them.  It  omits  consideration  of  the 
organization  of  both  retail  and  foreign  credit  work,  which 
will  be  considered  in  the  chapters  dealing  with  these  special 
fields  of  credits. 

Development  of  the  Department  "^ 

Fifty  years  ago,  the  responsibility  for  dispensing  credit 
devolved  upon  the  proprietor  or  head  of  the  concern.  The 
buyer  visited  the  wholesaler  once  or  twice  a  year  and,  after 
several  days  of  entertainment  and  inspection  of  goods,  se- 
lected the  goods  he  desired.  On  the  basis  of  this  personal 
contact  with  his  customer,  the  seller  approved  the  credit. 

But  changed  economic  conditions  and  changed  methods  of 
conducting  business  brought  about  a  change  in  credit  practice. 
After  recovery  from  the  panic  of  1873  and  the  business 
depression  that  followed  it,  the  country  made  rapid  progress. 
Accounts  of  individual  houses  grew  rapidly  in  both  number 
and  amount.  The  proprietor  could  not  maintain  personal 
contact  with  the  trade  and  acquire  accurate  knowledge  of  his 
customers.  The  method  of  purchasing  was  revised  and  to 
reach  distant  concerns  traveling  salesmen  called  upon  the 
buyer.  In  many  cases  these  salesmen  took  over  the  credit 
as  well  as  the  sales  function,  since  they  knew  and  controlled 

1  This  section  should  be  read  in  the  light  of  the  section  on  "Changes 
in  the  American  Credit  System"  in  Chapter  II. 
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their  trade.  Under  these  conditions,  the  bookkeeper,  too,  nat- 
urally played  a  role  in  the  approval  of  credit,  since  he  was 
in  the  best  position  to  know  how  the  different  customers  took 
care  of  their  credit  obligations.  Thus  the  responsibility 
for  dispensing  credit  became  divided,  although  it  devolved 
primarily  upon  the  bookkeeper. 

In  the  early  nineties  a  new  era  began.  The  credit  de- 
partment became  recognized  as  a  distinct  entity  in  the  busi- 
ness concern.  The  bookkeeper,  it  was  found,  could  not  handle 
both  accounting  records  and  credits  successfully  as  business 
expanded.  Often,  then,  he  was  assigned  to  the  new  field, 
but  held  an  inferior  position  in  that  capacity  of  "glorified 
bookkeeper,"  as  some  one  has  termed  it.  It  is  only  with 
the  passage  of  time  that  his  true  status  is  becoming  recog- 
nized. The  establishment  of  the  National  Association  of 
Credit  Men  in  1896  was  at  once  a  recognition  of  the  impor- 
tance of  the  credit  profession  and  a  beginning  in  its  rapid 
development.  A  delegation  of  duties  by  the  proprietor,  with 
differentiation  of  function  in  the  organization  of  the  business 
enterprise,  has  been  achieved  by  large  concerns  at  least. 

Position  of  the  Credit  Department  in  the  Business  Concern 

The  general  credit  policy  of  the  house  must  be  coordinated 
with  its  sales  and  marketing  policy.  The  credit  department's 
duties,  functionally  considered,  with  two  exceptions  are  the 
same  as  those  of  the  bank  credit  department,  namely,  investi- 
gation, filing  and  analysis.  It  also  sets  credit  limits  and 
authorizes  actual  credit  extensions,  while  it  also  supervises 
outstanding  credits  and  follows  their  collection.  In  other 
words,  it  not  only  initiates  the  credit  transaction,  but  also 
follows  it  through  to  completion.  The  information  it  gathers 
relates  to  its  own  accounts,  both  present  and  prospective, 
and  it  merely  reciprocates  information  relating  to  those  ac- 
counts with  outside  inquirers. 

The  position  of  the  mercantile  credit  department  can  be 
understood  only  in  relation  to  the  concern  as  a  whole.  Thus 
it  involves  at  once  a  study  of  business  organization  and  of 
general  business  policy.    Thus,  too,  the  relation  of  the  credit 
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department  to  other  departments  and  their  relative  impor- 
tance has  for  years  constituted  a  leading  topic  of  discussion 
in  business  circles. 

In  the  large  concern,  the  credit  department  occupies  a 
position  of  independence,  similar  to  that  enjoyed  by  the 
sales  or  purchasing  or  other  major  department.  In  medium 
sized  and  small  concerns,  however,  the  head  of  the  concern 
may  exercise  personal  supervision  over  credits,  or  the  credit 
department  may  constitute  a  unit  in  the  treasurer's  or  ac- 
counting divisions.  In  the  latter  case,  the  credit  manager 
may  have  charge  of  other  accounting  work,  and  the  same  is 
true  when  the  office  manager  is  placed  in  charge  of  credit. 
These  alignments  depend  largely  upon  the  customs  which 
have  grown  up  in  the  particular  concern  and  upon  the  exist- 
ing personnel.  At  the  same  time,  their  variety  serves  to 
obscure  the  actual  position  which  the  credit  department 
occupies. 

Both  the  treasurer  and  the  credit  man  are  concerned  with 
the  financial  aspects  of  the  business.  The  results  of  credit 
and  collection  work  affect  the  concern's  financial  plan,  espe- 
cially the  amount  of  current  financing  which  the  treasurer 
must  provide.  The  credit  man's  estimates  of  collections  aid 
in  the  planning  and  he  may  speed  up  collections  in  response 
to  the  treasurer's  call.  Upon  the  vital  interrelation  between 
these  two  branches  of  the  work  rests  the  plea  that  credits 
be  merged  with  the  treasurer's  division. 

Prom  an  administrative  point  of  view,  the  accounting  and 
the  credit  departments  belong  together.  They  use  the  same 
records,  and  merging  would,  it  is  claimed,  eliminate  much 
duplication  and  needless  expense. 

Both  credit  and  sales  department  have  the  same  construc- 
tive objective,  namely,  that  of  increasing  profits.  Supervision 
of  credit  work  by  the  sales  manager  will,  some  claim,  result 
in  the  greatest  degree  of  cooperation  by  the  sales  force  in 
obtaining  reliable  credit  information,  following  up  accounts 
on  the  books  and,  where  appropriate,  making  collections.  On 
his  side,  the  credit  manager  can  increase  good  will  by  fair 
action  and  friendly  attitudes ;  by  rendering  prompt  decisions, 
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passing  upon  lists  of  prospective  customers  before  solicitation, 
assisting  in  moving  excess  stocks  of  goods,  etc.  Cooperation 
and  lack  of  friction  between  the  two  departments,  it  is  held, 
will  best  result  by  joining  them. 

The  development  of  modern  business  method  rests  upon 
recognition  of  specialized  functions  in  the  enterprise,  sub- 
ject only  to  general  executive  control.  The  three  main 
categories  of  production,  marketing  and  finance,  have  been 
divided  into  further  groups.  The  credit  man  is  a  highly 
trained  specialist,  operating  in  a  complex  and  intricate  field 
that  demands  broad  knowledge  and  experience.  Credit  de- 
cisions cannot  be  entrusted  to  those  whose  major  interests 
and  training  lie  elsewhere.  An  analogous  situation  is  found 
in  the  department  store  of  to-day,  where  the  tendency  is  to 
separate  buying  from  selling.  All  these  specialized  depart- 
ments have  their  particular  functions  to  perform;  functions 
which  are  extremely  important  in  the  conduct  of  a  successful 
business. 

The  net  result  of  recognizing  an  independent  credit  func- 
tion is  to  facilitate  unbiased  decisions.  Particularly  is  sepa- 
ration of  sales  and  credit  work  important,  in  view  of  the 
different  attitudes,  temperaments  and  training  of  salesmen 
and  credit  men.^  Furthermore,  decisions  subject  to  constant 
review  and  reversal  by  a  superior  lead  to  poor  and  uncertain 
work  or  evasion  of  responsibility.  For  subordination  of  the 
credit  department  there  should  be  substituted  a  position  of 
independence.  Voluntary  cooperation  of  all  for  the  success 
of  the  enterprise — ^not  antagonism — ^will  accomplish  far  more 
than  dictatorship,  but  constant  conference  is  required  and 
balance  between  the  functions  in  order  to  create  team  work 
and  harmony. 

Organization 

The  size  and  complexity  of  the  mercantile  credit  depart- 
ment vary  greatly.^    In  a  small  concern  one  of  the  partners 

2  Compare  the  section  on  "Salesman  and  Credit  Man"  in  Chapter  X. 

3  Differences  in  structure  are  well  illustrated  by  contrasting  the 
chart  and  description  in  E.  E.  Olson  and  J.  W.  Hallman,  Credit 
Management    (New   York,    1925),    pp.    200-201,   with   that   in   K.   P. 
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may  give  credits  his  personal  attention  and  have  no  assistance 
other  than  that  afforded  by  the  bookkeeper  and  the  typist. 
If  he  relies,  as  some  concerns  do,  largely  upon  the  services 
of  credit-checking  organizations  (described  in  Chapter  IX), 
he  may  require  practically  no  office  organization  for  his 
credit  work.  Another  house,  however,  may  have  a  large  and 
well-organized  department,  fully  staffed  and  with  duties  care- 
fully divided.  There  are  no  standard  tests  of  size.  The  class 
of  customers  must  be  considered,  as  well  as  the  number  of 
accounts  and  volume  of  business.  This  means  consideration 
of  amount  of  investigation,  amount  of  oversight  and  collection 
work,  and  average  size  of  sales,  in  addition  to  the  general 
office  system. 

Accordingly,  functional  grouping  of  duties  alone  can  be 
recognized,  as  follows: 

I.    Operating 

1.  Supervision 

2.  Investigation 

3.  Statement  analysis 

4.  Credit  reporting  or  editing 

5.  Credit  checking  or  authorization 

6.  Collection 

7.  Adjustment  and  bankruptcy 
II.   Facilitating 

1.  Filing 

2.  Stenographic 

The  several  duties  are  similar  to  those  mentioned  in  the 
preceding  chapter,  but  the  mercantile  organization  is  by  no 
means  so  elaborate.  In  particular,  a  separate  statement 
analyst  is  infrequent.  On  the  other  hand,  several  additional 
duties  emerge.  Credit  authorization  is  added,  in  the  sense 
of  fixing  credit  limits  and  passing  upon  orders  received,  as 
distinct  from  credit  reporting,  involving  summarizing  and 
digesting  credit  information.  This  work,  however,  may  be 
assigned  to  the  credit  reporter  or  the   assistant  manager. 


Ettinger  and  D.  E.  Golieb,  Credits  and  Collections  (rev.  ed.,  New  York, 
1926),  pp.  497-498  (prepared  by  H.  P.  Reader),  that  in  E.  Young, 
Industrial  Credits  (New  York  and  London,  1927),  pp.  172-176,  and  that 
in  A.  F.  Chapin,  Credit  and  Collection  Principles  and  Practice  (New 
York,  1929),  p.  118. 
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Collection  correspondence  and  adjustment  work  are  added, 
though  past  due  accounts  may  be  assigned  to  credit  re- 
porters, especially  when  they  are  specialized  along  geographic 
lines.  A  chief  clerk  is  usually  placed  over  the  file  clerks, 
one  or  more  clerks  being  delegated  under  his  supervision 
to  handle  mail  received. 

The  chief  point  to  emphasize  is  the  importance  of  an  ade- 
quate system,  without  red  tape,  which  will  insure  that  records 
are  comprehensive,  accurate,  up  to  date  and  in  order — in 
other  words,  to  have  routine  and  detail  run  smoothly  and 
free  the  responsible  men  for  real  credit  work.  The  credit 
man  himself  should  be  in  personal  touch  with  and  handle 
the  larger  accounts,  as  well  as  pass  on  extensions,  declinations 
of  credit,  special  terms,  and  similar  matters. 

Eecords 

In  general,  the  records  of  the  mercantile  credit  department 
relate  to  the  customer  himself  and  his  experience  with  the 
house.  There  are  three  basic  records:  the  credit  information 
file,  the  correspondence  file,  and  the  customers'  ledger.  Some 
small  departments  will  combine  the  first  two,  but  others 
will  wish  to  add  an  index  or  credit  card  file.  The  elaborate- 
ness of  the  records  depends,  as  does  the  entire  organization 
of  the  credit  department,  upon  the  nature  of  the  business, 
and  the  only  rule  to  be  followed  is  that  the  records  must 
be  adapted  to  its  needs. 

The  credit  information  file  may  be  in  one  of  several  forms. 
Preferable  for  a  large  concern  is  a  letter-size  folder  for  each 
customer,  similar  to  that  the  bank  uses,  divided  into  sections, 
one  for  each  of  the  leading  classes  of  information  obtained. 
In  order  to  expedite  use  of  the  information  contained  in  the 
folder,  an  abstract  may  be  given  on  a  printed  form  on  the 
cover,  or  else  a  separate  card  file  may  be  developed,  as 
explained  below.  Similarly,  to  prevent  undue  accumulation 
of  unimportant  and  antiquated  data  in  the  folder,  routine 
collection  letters,  etc.,  may  be  relegated  to  another  place. 
The  use  of  such  credit  folders  is  far  preferable  to  filing  data 
in  a  pocket  envelope,  with  source  of  information  mentioned 
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on  the  outside,  or  pasting  data  in  scrap  books,  with  reference 
entries  on  a  customer's  credit  card. 

Credit  folders  are  usually  arranged  in  straight  alphabetical 
order,  but  some  houses  use  either  a  geographic  or  a  numerical 
system,  in  the  latter  case  with  an  alphabetical  index  file. 
The  card  index  file  may  also  carry  a  geographic  list  of  cus- 
tomers, as  well  as  a  list  of  those  placed  for  collection  or  in 
financial  difficulties. 


NHai                                                                                                                                                                                                                             BU  SINUS 

UDIUI     -                                                                                                                                                                                                                  DIUVHT 

T(** 

.,.c,..,....„™.                          1 

MIHCm 

>...» 

1 

• 

MN. 

JULT 

• 

J«H. 

JULT 

UNIT 

1 

HMNt: 

■nUHTIK  JIND  OTHC*  RtPORn    ' 

.TI 

.... 

»r. 

.... 

un 

.... 

....    .u. 

«« 

.... 

an. 

«.. 

e»n 

.... 

Mil 

.... 

Fig.  8.    Credit  card 

Many  concerns  have  developed  a  separate  abstract  or  credit 
card  file.  One  card  is  prepared  for  each  name,  summarizing 
the  data  available,  as  per  the  form  reproduced  (Figure  8). 
Such  a  file  has  been  found  an  invaluable  time  saver,  and  its 
use  may  be  enhanced  by  employing  different  colors  or  tabs 
for  different  classes  of  risks.  Where  the  credit  card  is  used, 
the  credit  file  becomes  merely  a  supporting  record,  to  be  con- 
sulted only  in  cases  presenting  exceptional  circumstances. 

The  correspondence  file  has  both  content  and  purpose  indi- 
cated by  its  name.  Where  other  records  are  extensive,  the 
credit  department  may  keep  merely  current  correspondence, 
sending  back  data  to  the  general  files  or  to  an  inactive  file. 
If  the  correspondence  file  contains  a  sheet  summarizing  the 
credit  information,  or  the  credit  card  or  outside  of  the  credit 
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folder  is  made  available  to  the  collection  correspondent,  real 
advantage  will  result. 

The  customers'  ledger,  while  an  accounting  record,  is  pri- 
marily a  credit  and  collection  control  file.  In  the  small  house, 
it  is  often  under  the  credit  manager's  supervision.  Where 
credit  and  accounting  departments  are  adjacent,  customers' 
ledgers  may  be  used  by  both  ledger  clerks  and  credit  depart- 
ment staff.  In  the  large  house,  especially,  annoyance  and 
delay  result  from  having  two  groups  working  with  the  records, 
but  the  only  alternative  is  to  have  the  credit  department  keep 
what  is  virtually  a  duplicate  customers'  ledger. 

One  authority*  suggests  the  following  plan  to  avoid  diffi- 
culty on  overdue  accounts  arising  from  the  bookkeeping  de- 
partment's falling  behind  in  its  work.  The  credit  department 
should  be  furnished  with  an  extra  carbon  of  the  bill,  deliv- 
ery or  sales  slip,  or  monthly  statement  of  account,  so  as  to 
know  what  changes  occur.  On  the  other  hand,  a  carbon  of 
the  daily  deposit  sheet,  with  names  of  customers  set  opposite 
amounts,  will  enable  the  credit  department  to  check  off  bills 
paid,  regardless  of  the  bookkeepers'  progress. 

Procedure 

The  work  of  the  department  comprises  three  principal 
parts:  opening  new  accounts,  passing  upon  accounts,  and 
collections.  While  credit  department  routine  differs  greatly, 
certain  general  features  may  be  indicated.  After  stamping 
with  date  and  hour  of  receipt,  an  order  follows  a  regular 
procedure  from  one  department  or  operation  to  another.  In 
the  credit  department,  orders  from  old  customers  may  be 
handled  much  more  simply  than  are  new  orders.  They  can 
be  checked  against  the  credit  card  or  folder,  these  perhaps 
being  flagged  by  the  color  of  the  card  or  tab  in  order  to  see 
that  the  account  is  in  good  standing  and  that  the  amount 
does  not  bring  it  above  the  credit  limit  set.  Names  on  which 
inadequate  recent  information  is  available  can  be  ticklerized 
in  a  follow-up  file  and  data  gathered  as  on  new  accounts.  The 
investigation  will,  however,  probably  be  far  less  exhaustive. 

*  Olson  and  Hallman,  op.  oit.,  pp.  209-210. 
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Orders  from  new  customers,  if  smaU  in  size,  are  sometimes 
checked  on  the  ratings.  This  may  be  done  where  orders  are 
small  and  salesmen's  reports  agree  and  ratings  are  favorable. 
The  investigation  then  proceeds,  as  it  does  on  those  requiring 
a  thorough  investigation  at  the  outset,  along  the  lines  indi- 
cated, either  upon  the  order  or  a  rider  attached  to  it,  by  the 
credit  manager  or  assistant  who  passed  upon  the  applica- 
tion. When  the  information  is  at  hand  in  a  folder  for  the 
credit  information  file,  it  is  reviewed  and  a  proper  limit  and 
terms  set.  The  sales  and  other  interested  departments  are 
notified  of  the  action  taken,  and  of  the  reason  therefor  if 
such  action  is  unfavorable. 

The  account  is  under  continuous  supervision  while  on  the 
books.  Credit  factors  which  may  affect  the  customer's  stand- 
ing are  assembled,  while  his  payment  habits  are  scrutinized. 
In  the  light  of  these  facts,  changes  in  lines  and  terms  are 
decided,  as  well  as  collection  procedure. 

Credit  lines  must  be  kept  up  to  date  if  they  are  to  be  of 
maximum  use.  Some  credit  departments  revise  them  periodi- 
cally, such  as  every  six  months,  but  others  revise  only  as  they 
deem  necessary.  Many  make  the  receipt  of  a  new  rating 
book  the  occasion  for  such  review  and  revision. 

Branch  Office  Credit  Work  = 

The  large  concern  with  a  number  of  branches  faces  an 
additional  problem :  to  what  extent  shall  the  head  office  under- 
take the  credit  work  for  its  branches,  and  to  what  extent  shall 
the  branches  pass  on  credits  themselves?  In  other  words, 
shall  control  of  credit  and  collection  work  be  centralized  or 
decentralized?  This  question,  it  should  be  noted,  is  part  of 
the  larger  problem  of  decentralization  of  sales  branch  opera- 
tions. Some  years  ago,  a  tendency  toward  centralization  was 
evident,  but  more  recently  the  reverse  is  true,  although  no 
uniformity  of  practice  is  found. 

Those  concerns  which  favor  centralization  feel  that  the 
home  office  can  develop  a  credit  department  which  will  dis- 

"■  See  H.  R.  Tosdal,  "Operating  Problems  of  Branch  Sales  Organiza- 
tions," Sarvard  Business  Review,  Vol.  II,  pp.  74-83,  also  Harvard 
Business  Reports,  Vol.  I,  pp.  348-350;  Vol.  II,  pp.  503-505. 
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play  much  better  credit  judgment.  A  uniform  policy  will  be 
applied  and  better  control  over  credits  achieved.  But  the 
organization  may  easily  become  unwieldy.  Complaints  may 
arise  that  deliveries  are  delayed  because  of  slow  credit  service, 
and  local  branches  are  tempted  to  make  delivery  before  the 
customer's  credit  is  approved.  Collections  by  mail,  too,  are 
not  entirely  satisfactory.  The  branch  has  a  better  knowledge 
of  the  facts  covering  each  individual  customer.  It  can  render 
prompt  credit  service.  The  branch  manager,  made  responsi- 
ble for  credit  and  collections,  can  watch  current  developments 
and  is  more  likely  to  take  necessary  action  to  protect  the  con- 
cern's interest  than  if  he  feels  the  central  credit  department 
has  sole  responsibility. 

Such  decentralization  is  favored  for  products  of  reasonably 
low  unit  cost  (and  hence  moderate  risk),  handled  through  an 
extensive  branch  organization.  The  branch  manager  should 
be  held  responsible  for  profits,  rather  than  mere  volume  of 
sales.  The  chief  objections  that  may  be  raised  to  this  policy 
relate  to  combining  sales  with  credit  and  collection  work,  and 
the  possibility  of  poor  judgment  by  the  branch  manager. 
But  these  may  be  minimized  in  several  ways.  A  uniform  sys- 
tem of  accounting  should  be  adopted  in  all  branches,  sub- 
ject to  control  accounts  in  the  home  office.  Losses  may  be 
limited  by  restricting  the  amount  of  credit  to  be  extended  any 
one  customer  without  reference  to  the  home  office.  A  list  of 
approved  customers  might  also  be  furnished  to  the  branch. 
In  these  ways,  coordination  of  credit  work,  together  with 
flexibility  in  operation,  could  be  achieved. 

Following  the  Progress  of  the  Work 

As  with  the  bank  credit  department,  certain  statistics  of 
volume  and  results  of  operations  are  useful.  Especially  is 
this  true  since,  in  the  business  concern,  the  responsibility  for 
credit  extension  lies  directly  with  the  credit  manager. 

The  data  useful  for  purposes  of  collection  control  vary 
somewhat  from  one  business  to  another.  The  general  features 
alone  can  be  indicated.  Basic  is  the  proportion  of  the  sales 
made  on  credit,  and  the  terms  under  which  such  sales  are 
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made  Both  volume  and  terms  influence  the  collection  picture 
greatly.  Data  are  therefore  desirable  upon  the  followins 
items :  ° 

1.    Relationship  of  outstandings  to  sales 

wifh  dTsToS \atr'  ""''"  ^^'  ™^*  °'  ^^^^^^'^''^  ---^ 

Delinquencies  and  collection  analyses  are  likewise  desir- 
able.   They  may  be  summarized  as  follows : 

1.  Proportion  of  accounts,  in  number  and  amount,  that  are  past 
due.  In  thus  comparing  the  total  outstandings  at  the  close  of  the 
month  with  the  amount  past  due,  proper  allowance  must  be  made 
for  changes  m  volume  of  sales,  since  the  dollar  amount  of  past  dues 
may  remain  constant,  yet  the  percentage  fall,  due  to  increased  sales. 

^.  Percentage  of  collections  during  month  to  outstandings  at 
opemng  of  month,  and  average  collection  period  or  turnover  in 
days.  The  latter  can  be  ascertamed  from  the  average  terms  and 
the  proportion  of  collections. 

In  connection  with  the  collection  percentage,  an  indicator « 
of  collections  can  be  developed  in  the  effort  to  estimate  cur- 
rent collections.  This  is  espeeiaUy  useful  to  a  concern  em- 
ploying a  budget  plan.  From  the  receivables  at  the  opening 
of  the  month  are  subtracted  estimated  collections  during  the 
month,  leaving  estimated  past  due  receivables  at  the  close 
of  the  month.  Adding  the  sales  department's  estimate  of  next 
month's  sales,  receivables  at  the  opening  of  (strictly, 
during)  that  month  are  ascertained,  from  which  estimated 
collections  during  that  month  are  deducted,  leaving  estimated 
past  due  receivables  at  the  close  of  the  month.  Many  com- 
plications may  be  introduced  in  an  effort  better  to  meet  the 
special  situation  of  individual  concerns. 

More  specific  analysis  of  past  due  accounts  is  desirable. 
Many  concerns  compile  monthly  or  quarterly  a  list  of  cus- 
tomers whose  accounts  are  overdue,  showing  amounts  involved 
and  amounts  past  due.  These  lists  may  be  grouped  accord- 
ing to  the  salesmen  handling  the  accounts,  especially  when 
the  latter  are  used  extensively  in  collections.  It  is  impor- 
tant to  note  that  the  longer  an  account  runs  past  due,  the 

6  See  W.  C.  Schluter,  Credit  Analysis  (New  York,  1925),  Chap.  XIV. 
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less  the  business  that  may  be  expected  from  the  delinquent 
customer^  Besides  such  lists  of  past  due  accounts,  all  ac- 
counts may  be  aged  periodically,  say  twice  a  year,  showing 
those  not  due,  those  up  to  thirty  days  past  due,  thirty  to  sixty 
days  past  due,  sixty  to  ninety  days  past  due,  and  those  ninety 
days  and  more  past  due. 

Some  concerns  charge  periodically  to  a  suspense  ledger  all 
doubtful  accounts  of  a  certain  age,  and  if  they  remain  un- 
collected, transfer  them  to  the  profit  and  loss  ledger.  Others 
transfer  directly  to  profit  and  loss.  Data  to  be  derived  here- 
from with  respect  to  the  actual  loss  situation  include : 

1.  Number  and  amount  of  accounts  charged  to  suspense 

2.  Amount  recovered 

3.  Net  loss,  or  amount  charged  to  profit  and  loss  as  uncollectible 

4.  Per  cent  of  bad  debt  to  total  sales  and  to  credit  sales 

5.  Balance  in  suspense 

Measuring  EflBiciency  of  Credit  Work 

The  analyses  just  mentioned  represent,  however,  but  part 
of  the  picture.  The  real  worth  of  the  credit  department  to 
the  concern  is  to  be  measured  by  the  contribution  it  makes 
to  profits.  Smallness  of  bad  debt  losses,  in  fact,  may  mean 
too  restrictive  a  credit  policy.  It  may  mean  turning  away 
perfectly  good  business  which  could  have  been  handled  safely 
and  made  to  yield  a  profit.  Yet  to  ascertain  exactly  how 
much  business  was  thus  lost  is  no  simple  matter,  any  more 
than  to  ascertain  exactly  how  much  good  will  is  created  or 
lost.  In  fact,  all  discussions  of  methods  of  measuring  the 
credit  department's  efficiency  are  useful  chiefly  because  they 
call  attention  to  the  factors  that  must  be  considered,  rather 
than  because  they  succeed  in  envisaging  these  factors  in  a 
single  all-comprehensive  and  all-conclusive  test  or  series  of 
tests. 

The  bad  debt  loss  percentage  may  be  determined  by  the 
general  policy  of  the  house.  There  is  an  average  experience 
for  the  trade,  modified  by  special  circumstances  which  in- 

7  T.  N.  Beckman,  Credits  and  Collections  in  Theory  and  Practice 
(2n(l  ed.,  New  York,  1930),  pp.  572,  574. 
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fluence  the  individual  house,  such  as  margin  of  profit  on  the 
article  handled,  the  representation  desired  in  particular  terri- 
tories, and  the  need  for  volume  of  business  or  need  to  move 
merchandise  due  to  obsolescence  or  price  decline.  Again,  a 
concern  which  cannot  compete  in  price,  quality,  service,  sales- 
manship, or  other  purchase  inducements  will  inevitably  draw 
the  poorer  credit  risks.  In  general,  the  average  bad  debt  loss 
percentage  equilibrates  the  factors  of  risk  and  profit  for  the 
industry  as  a  whole.  Too  low  a  percentage  yields  less  net 
profit,  through  its  effect  upon  volume  of  business,  than  does 
the  happy  medium,  just  as  does  too  high  a  percentage,  through 
the  size  of  its  losses. 

Actual  conditions  are  by  no  means  so  simple.  Analysis 
of  bad  debt  loss  experience  of  credit  insurance  companies  over 
the  past  twenty  years  shows  that  95  per  cent  of  business 
failures  have  occurred  in  concerns  having  an  inferior  Dun 
and  Bradstreet  rating,  and  only  5  per  cent  in  those  of  a 
superior  rating.  A  somewhat  finer  classification  of  risks 
would  show  a  group  in  which  the  business  was  conducted  at 
a  loss  unless  sold  for  cash,  while  other  groups  were  profitable 
on  a  credit  basis.*  In  making  this  computation,  to  the  bad 
debt  loss  there  should  be  added  cost  of  obtaining  the  business 
and  handling  it  through  the  order,  shipping,  and  accounting 
departments,  as  well  as  cost  of  credit  work,  all  of  which  would 
be  heavier  for  the  poorer  risks.  Some  risks  of  the  grade  next 
superior  to  the  group  singled  out  might,  in  fact,  inherently 
belong  in  a  doubtful  category  and  be  made  into  good  cus- 
tomers by  the  credit  department's  efforts.  One  authority  has 
put  the  proportion  of  bad  and  doubtful  risks,  requiring  other 
than  routine  treatment,  at  10  per  cent  of  the  total  for  a 
well-situated  concern.^ 

In  short,  the  efficiency  of  the  credit  department  should  be 
judged  in  the  light  of  good  business  lost,  doubtful  and  trou- 
bled accounts  successfully  handled,  bad  debt  loss,  capital  tied 
up  in  accounts  receivable  and  credit  department  expenses,^" 

8  See  Chapin,   op.  ait.,  pp.   124-125. 
»  Olson  and  Hallman,  op.  cit.,  pp.  226-228. 

10  Recognizing  fully  the  difficulty  of  segregating  expense  of  the  credit 
department  from  other  departments,  The  National   Distrihution  Con- 
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in  relation  to  profits.  Constructive  work,  necessarily  intan- 
gible in  character,  should  be  emphasized,  rather  than  merely- 
tangible  results.  Subject  to  these  limitations,  the  latter  are 
useful,  of  course,  in  appraising  the  efficiency  of  the  credit 
work.  In  addition  to  the  collection  and  loss  data  already 
mentioned,  attention  should  also  be  given  to  data  on  the 
monthly  proportion  of  applications  for  credit  rejected,  volume 
of  business  refused  from  old  customers,  and  number  of  new 
accounts  opened. 
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ference  ascertained  for  fifteen  leading  classes  of  business  an  average 
ratio  of  credit  and  collection  department  operation  expense  to  total 
net  sales  of  a  little  over  %  of  1  per  cent.  An  interesting  recent 
study  is  J.  B.  Heckert,  "Eelation  to  Net  Profits  of  Cost  of  Carrying  Ac- 
counts Receivable,"  The  American  Accountant,  November,  1928.  Sev- 
eral recent  articles  in  the  Credit  Monthly  discuss  the  "profit  vanishing 
point"  on  past  due  accounts.  See  October,  1929,  p.  32;  August,  1930, 
p.  15. 


CHAPTER  VII 

THE  MERCANTILE  AGENCY 

The  best  known,  and  in  some  respects  the  most  important, 
fountain  of  credit  information  is  the  mercantile  agency.  To 
the  two  long-established  agencies  which  cover  all  classes  of 
business  have  been  added  many  which  confine  their  activities 
to  a  much  narrower  field.  The  present  chapter  describes  the 
work  of  both  general  and  special  agencies  and  the  problems 
which  have  arisen  in  connection  with  each. 

Development  of  the  Agency 

The  mercantile  agency  in  the  United  States  is  a  product 
of  the  crisis  of  1837.^  Prior  to  that  time  the  traveling  sales- 
man was  unknown.  The  western  and  southern  merchant 
visited  the  eastern  market  once  or  twice  a  year,  and  generally 
received  terms  calling  for  payment  upon  his  next  buying  trip. 
These  credit  relations  were  established  through  personal  con- 
tact between  buyer  and  seller,  and  through  recommendation 
from  customers  of  good  standing.  Some  of  the  larger  jobbers 
employed  agents,  primarily  to  make  collections  and  inciden- 
tally to  investigate  the  standing  and  business  of  their  cus- 
tomers. But  the  cost  of  such  procedure  was  excessive  and 
facilities  for  mail  communication  were  unsatisfactory,  since 
they  were  both  slow  and  uncertain.  Hence  the  jobbers  had 
to  rely  almost  entirely  upon  impressions  derived  from  their 
personal  experience  with  the  buyer.  Under  such  conditions, 
confidence  was  frequently  misplaced.  Speculation  and  over- 
trading were  widespread.  The  crisis  of  1837  swept  thousands 
of  banks  and  merchants  out  of  business.  It  proved  conclu- 
sively the  inadequacy  of  the  credit  methods  employed  to  deal 
with  merchants  scattered  throughout  the  South  and  "West. 
It  suggested  the  need  for  better  sources  of  data  close  to  the 

1  This  paragraph  should  be  read  in  conjunction  with  the  sections 
on  "Changes  in  the  American  Credit  System"  in  Chapter  II  and 
"Development  of  the  Department"  in  Chapter  VI. 
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local  merchant,  and  for  combination  by  sellers  of  their  ex- 
perience and  information  for  the  common  benefit  of  all. 

The  first  general  mercantile  agency  was  opened  August  1, 
1841,  by  Lewis  Tappan,  a  New  York  silk  merchant.  He  had 
recorded  all  the  information  he  could  collect,  over  a  series 
of  years,  bearing  on  his  customers.  It  included  his  entire 
experience  with  them,  besides  other  data  acquired  by  per- 
sonal observation  and  through  correspondence.  The  desire  of 
other  concerns  to  obtain  this  information,  led  him,  after  the 
failure  of  his  business,  to  establish  an  agency  under  the  name 
of  "The  Mercantile  Agency,  Lewis  Tappan  and  Co.,  Pro- 
prietors," the  first  organization  of  its  kind,  having  for  its 
sole  purpose  the  collection  and  dissemination  of  credit  infor- 
mation. As  stated  at  the  time,  "Its  design  is  to  uphold, 
extend,  and  render  safe  and  profitable  to  all  concerned,  the 
great  credit  system  on  which  our  country  has  thrived."  In 
1847  Benjamin  Douglass,  who  had  previously  joined  the  or- 
ganization, was  admitted  as  a  partner.  In  1849  Lewis  Tap- 
pan's  brother  Arthur  succeeded  him  while  Benjamin  Douglass 
assumed  the  chief  management,  and  the  name  of  "Tappan 
and  Douglass"  was  adopted.  In  1854  Benjamin  Douglass 
succeeded  to  the  business  and  admitted  his  brother-in-law, 
Eobert  Graham  Dun,  to  partnership,  under  the  name  "B. 
Douglass  and  Company."  Douglass  withdrew  in  1859,  and 
E.  G.  Dun  and  Company  (of  which  Mr.  Dun  was  sole  pro- 
prietor) succeeded  to  the  business.  In  1857,  it  may  be  noted, 
branch  ofSces  had  already  been  established  in  London  and 
Montreal.  The  management  is  controlled  by  a  board  of  trus- 
tees, headed  by  Robert  Dun  Douglass,  a  son  of  Benjamin 
Douglass  and  a  nephew  of  Robert  Graham  Dun.  On  Dec.  8, 
1930,  the  formation  of  the  R.  G.  Dun  Corporation  was  an- 
nounced, for  the  purpose  of  taking  over  R.  G.  Dun  and  Com- 
pany and  the  National  Credit  OfSce,  which  would  continue 
to  be  operated  as  separate  units. 

The  Bradstreet  Company,  the  other  leading  general  agency, 
was  established  in  1849.  The  previous  year,  John  M.  Brad- 
street,  an  attorney  of  Cincinnati,  had  been  made  assignee  of 
a  large  insolvent  estate.    By  this  means  he  became  familiar 
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with  the  credit  standing  of  debtors  and  creditors  of  the 
estate,  which  consisted  of  banks  and  business  houses  in  and 
near  Cincinnati.  He  was  also  brought  into  close  relation  with 
prominent  New  York  interests,  and  he  conceived  the  idea  of 
making  arrangements  with  his  New  York  connections  to  fur- 
nish them  with  information  relating  to  their  western  cus- 
tomers. He  succeeded  in  carrying  out  his  plans,  and  in  1849 
"Bradstreet's  Improved  Commercial  Agency"  was  opened  in 
New  York.  His  son,  Henry  Bradstreet,  afterward  became  con- 
nected with  the  business,  and  the  name  was  changed  to  J.  M. 
Bradstreet  and  Company.  J.  M.  Bradstreet  died  in  1863,  and 
in  1876  the  enterprise  was  incorporated  under  its  present 
name,  "The  Bradstreet  Company." 

The  agencies  have  gradually  overcome  the  reluctance  of 
business  men  to  furnish  data.  Many  small  concerns  have 
come  to  realize  that  by  giving  information  and  establishing 
their  right  to  credit,  they  aid  themselves  as  well  as  the 
wholesalers  and  manufacturers  for  whom  the  agency  acts  in 
assembling  information  on  which  to  base  credit  judgments. 
Moreover,  the  agencies  enable  the  retailer  to  ascertain  the 
names  of  reliable  wholesalers,  and  thus  to  extend  the  field 
of  his  purchasing.  He  opens  new  sources  of  supply  for  him- 
self, while  the  wholesaler  and  manufacturer  open  new  out- 
lets for  their  goods.  Such  furnishing  of  information  has 
been  particularly  advantageous  in  a  rapidly  growing  country 
such  as  ours.  Business  connections  here  have  been  less  fixed, 
and  business  methods  have  assumed  a  less  conservative  nature 
than  in  older  countries  such  as  England.  Here  information 
has  been  more  necessary,  the  people  have  displayed  less  reserve 
in  furnishing  it,  and  the  public  records  have  been  far  more 
accessible  than  abroad.  Especially  during  periods  when  busi- 
ness relations  are  unsettled,  the  need  for  information  is  ap- 
parent. Therefore  the  agency  had  great  prosperity  in  the 
trjdng  and  uncertain  years  that  followed  the  Civil  War.  It 
acted  as  a  great  stabilizing  force  during  the  period  of  re- 
adjustment. The  business  community  began  to  appreciate 
the  advantage  of  cooperation  with  the  agency.  At  the  same 
time,  liberal  interpretation  of  the  law  by  many  American 
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courts,  whereby  the  agency  was  exempted  from  the  old  law 
of  libel,  gave  it  considerable  freedom  in  gathering  and  report- 
ing credit  information  to  subscribers. 

Following  closely  upon  the  organization  of  the  business 
started  by  Lewis  Tappan  were  several  similar  enterprises. 
In  fact,  a  traveling  man,  Mr.  Church,  opened  a  bureau  of 
credit  information  in  New  York  shortly  after  the  panic  of 
1837,  and  another  mercantile  agency  was  started  by  Wood- 
ward and  Dusenbury  in  1842.  None  of  these  organizations, 
however,  has  survived.  The  fact  that  other  attempts  to 
develop  general  mercantile  agencies  have  failed  has  given 
to  Dun  and  Bradstreet  a  reputation  for  solidity  and  superi- 
ority, that  accounts  to  a  great  extent  for  the  fame  and 
prestige  they  have  enjoyed  for  so  many  years.  They  now 
practically  possess  a  monopoly  in  this  field,  not  likely  to  be 
disturbed  in  the  near  future,  because  of  their  extensive  or- 
ganization and  accumulated  experience. 

Despite  this  lack  of  success  in  establishing  other  general 
agencies,  a  great  many  special  agencies  have  been  developed. 
Some  cultivate  merely  certain  localities,  others  merely  certain 
lines  of  business.  Some  are  small,  one-man  enterprises,  and 
others  possess  elaborate  organizations.  Many  obtain  the  same 
character  of  data  as  do  the  general  agencies,  but  attempt  to 
do  more  intensive  work  in  their  limited  field.  There  are  those 
which  stress  particularly  or  confine  themselves  entirely  to 
assembling  trade  information  or  experience.  In  part  they 
have  been  established  by  those  formerly  connected  with  exist- 
ing agencies,  in  part  by  those  who  believe  they  possess  special 
sources  of  information  in  a  particular  field,  in  part  by  trade 
associations  which  have  expanded  their  credit  work.  In  any 
event,  their  number  has  increased  greatly,  and  some  well- 
known  special  agencies  are  now  firmly  established. 

Legal  Status 

The  development  of  the  agency  has  been  materially  aided 
by  the  position  accorded  it  in  the  eyes  of  the  law.^    Its  legal 

2  Compare  S.  F.  Brewster,  Legal  Aspects  of  Credit  (New  York, 
1923),  pp.  99,  105-107;  R.  P.  Ettinger  and  D.  E.  Golieb,  Credits  and 
Collections  (rev.  ed.,  New  York,  1926),  pp.  172-175;  and  Credit  Mwnual 
of  Commercial  Laws,  1930,  pp.  182-184. 
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status  has  been  defined  in  broad  terms;  it  is  exempted  from 
suit  for  libel  as  a  result  of  publishing  through  error  false 
defamatory  words  in  a  report ;  such  publication  is  otherwise, 
prima  facie,  a  libel  and  implies  malice  in  its  publication.  On 
grounds  of  principle  and  of  public  policy,  the  courts  have 
given  it  wide  latitude  when  actuated  by  a  worthy  motive. 
This  is  true  in  its  relationship  with  both  its  subscribers  and 
the  concerns  on  which  it  reports.  In  regard  to  the  latter, 
a  communication  made  by  an  agency  in  good  faith  and  with- 
out malice,  to  one  of  the  subscribers  upon  his  request,  is  made 
under  the  law  of  qualified  privilege.  Hence  the  agency  is 
not  required  to  prove  complete  truthfulness,  which  is  the  only 
general  defense  against  action  for  libel.  But  this  position 
does  not  apply  to  its  rating  book,  which  is  published  for  gen- 
eral circulation.  The  agency  has  been  held  liable  for  mis- 
takes in  a  report  published  for  general  circulation,  even 
though  the  report  was  in  cipher,  and  the  key  thereto  was 
accessible  only  to  subscribers  to  the  agency's  service. 

Unless  guilty  of  negligence,  the  agency  cannot  be  held 
liable  for  losses  resulting  from  faulty  information.  In  actual 
practice,  the  agency  inserts  a  clause  in  its  contract  with  the 
subscriber,  releasing  it  from  obligation  for  error  due  to  the 
negligence  of  its  staff.  Such  a  clause  will  not,  however,  release 
the  agency  from  responsibility  for  falsely  representing  that 
an  investigation  of  a  prospective  customer  has  been  made.^ 
Furthermore,  if  the  report  when  rendered  is  so  old  that  it 

sMunro  v.  Bradstreet,  155  N.  Y.  Sup.  833.  The  back  of  a  Dun 
report  bears  the  following  statement: 

"The  information  given  on  this  sheet  is  an  answer  to  an  inquiry 
made  by  a  Subscriber  to  The  Mercantile  Agency,  who  asks  for  the  same 
AS  AN  AID,  to  determine  the  propriety  of  giving  credit.  The  infor- 
mation is  communicated  under  the  conditions  of  an  agreement  signed 
by  the  said  Subscriber,  which  expressly  stipulates  that  the  said  infor- 
mation is  obtained  by  the  agents,  servants,  clerks,  attorneys,  and 
employees  of  the  said  Subscriber  and  on  his  behalf.  The  said  agree- 
ment also  expressly  stipulates  that  the  said  Mercantile  Agency  SHALL 
NOT  BE  RESPONSIBLE  for  any  loss  caused  by  the  neglect,  unfaith- 
fulness, or  misconduct  of  any  of  the  said  Subscriber's  agents,  servants, 
clerks,  attorneys,  and  employees  in  procuring,  collecting,  and  com- 
municating or  in  failing  to  communicate  the  said  information;  and 
neither  the  actual  verity  nor  the  correctness  of  the  said  information 
is  in  any  manner  guaranteed.  The  agreement  further  provides  that 
the  information  thus  communicated  shall  be  STRICTLY  CONFIDEN- 
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cannot  justifiably  be  relied  upon,*  the  agency  is  not  liable 
for  losses  incurred  through  reliance  on  the  report,  whether 
the  agency  is  grossly  negligent  or  not.  But  because  it  serves 
as  the  subscriber's  agent,  a  statement  given  to  it  is  con- 
sidered in  law  the  same  as  if  the  statement  had  been  given 
direct  to  the  subscriber,^  unless  such  statement  has  been 
changed  by  the  agency.®  Furthermore,  the  Federal  prohibi- 
tion against  using  the  mails  to  defraud  has  been  interpreted 
to  cover  eases  in  which  a  concern  furnishes  the  agency  false 
statements  by  mail  or  a  false  statement  which  it  knows  the 
agency  may  send  through  the  mails. 

General  Structure 

Both  the  Dun  and  Bradstreet  agencies  have  their  executive 
ofSces  in  New  York.  Each  divides  the  country  into  a  number 
of  districts  or  divisions.  In  each  of  these  divisions  there  is  a 
central  office  in  the  logical  trade  center,  under  the  direction 
of  a  manager  or  superintendent.  Here  credit  information 
is  assembled  and  transmitted  to  other  offices  or  to  subscribers, 
and  ratings  are  prepared.  The  larger  districts  also  contain 
tributary  suboffices,  whose  duty  it  is  to  assemble  information 
covering  their  immediate  territory  and  to  transmit  the  reports 
based  thereon  to  the  district  office.  New  York  and  Chicago 
serve  as  clearing  houses  for  all  branches.  In  June  1930 
Dun's  operated  195  offices  in  the  United  States  and  Canada, 
and  66  abroad,  while  Bradstreet 's  operated  178  offices  in  the 
United  States  and  Canada  and  29  elsewhere.''  In  addition, 
both  agencies  have  business  connections  with  mercantile  agen- 
cies in  other  leading  nations,  from  which  information  may 
be  obtained. 

TIAL;  shall  never  be  communicated  to  the  persons  to  whom  it  refers ; 
and,  that  all  inquiries  made  shall  be  confined  to  the  legitimate  business 
of    the    Subscriber's    establishment." 

4  Interpreted  by  one  court  as  sixty  days.  Treadwell  v.  State,  99 
Ga.  779. 

s  Bradley  v.  Bradley,  165  N.  Y.  183. 

B  Wachsmuth  v.  Martini,  154  111.  515. 

'The  figures  given  represent  what  the  agencies  themselves  actually 
regard  as  offices.  A  somewhat  greater  figure  is  obtained  if  resident 
reporters'  headquarters  are  included.  Bradstreet's  operate  companies 
in  Great  Britain,  France,  and  Belgium. 
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The  two  agencies  obtain  their  information  largely  through 
direct  investigation.  They  employ  the  following  classes  of 
investigators : 

1.  Local  reporters.  One  or  more  reporters  are  assigned  to 
each  office.  As  information  is  called  for,  they  investigate 
names  located  in  that  territory,  keep  lists  of  names  up  to 
date  by  erasing  concerns  going  out  of  business  and  adding 
those  newly  formed,  and  revise  periodically  the  credit  infor- 
mation contained  in  the  reports  on  file.  In  the  larger  cities, 
the  volume  of  the  work  permits  them  to  specialize  in  certain 
lines  of  business  or  to  devote  themselves  to  a  certain  section 
of  the  city.  The  policy  is  to  revise  twice  a  year  in  country 
districts  and  quarterly  in  cities. 

2.  Traveling  reporters  are  used  extensively  throughout  the 
country.  They  visit  the  various  parts  of  the  district  several 
times  a  year,  calling  on  business  houses,  investigating  ante- 
cedents, securing  financial  statements,  and  obtaining  and 
verifying  references.  The  form  on  which  the  traveling  re- 
porter records  interviews  is  reproduced  in  Figure  9.  Local 
correspondents  are  used  extensively  in  the  less  populous  sec- 
tions of  the  "West  and  Canada,  in  place  of  resident,  full-time 
local  reporters.  They  give  only  part  of  their  time  to  the 
work,  and  are  frequently  attorneys,  merchants,  or  bank 
cashiers.  They  report  (on  a  fee  basis)  on  correction  of 
names,  nature  of  business,  and  material  changes  in  condition, 
such  as  retirement  or  addition  of  partners,  and  furnish  names 
and  data  on  firms  not  previously  covered.  Often  two  repre- 
sentatives in  a  community  provide  a  check  on  each  other. 

3.  Special  correspondents  are  also  maintained,  generally 
one  in  each  county  recorder's  office.  They  are  usually  clerks 
employed  in  such  an  office,  and  for  a  fee  forward  regular 
reports  of  all  deeds,  suits,  mortgages,  chattel  mortgages,  me- 
chanics' liens,  judgments,  bankruptcies,  certificates  of  incor- 
poration, and  certificates  of  assumption  of  a  business  style 
filed  there.  In  larger  cities,  the  agency's  own  full  time  repre- 
sentative searches  these  records.  On  request  of  the  subscriber, 
special  information  as  to  other  matters  of  record  will  be 
obtained. 
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.TRAV.  NO DATE. . 


•ntADii:  yiTi.ti                                         uuaiNHira 
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NO 
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I'llANIiUrit 

I'AIITN lilts  Oil  UFFlliKlia  (Uhg  full  Nuint) 

Afc'o 

Mid. 

,    . 

^^^ 

PAST  RECORD  AND  LOCATION  (Important). 


roniiiieni.'cU  ItiiuInGiiii Kih-citiIviI i.-'. ,,. 

ir  Inconwratcd — Under  Wliat  Ijiwa Authorized .Subu-HlHil- 

Tali]  In ■  -  .CuhU .OIIigtwIhc 

Htntrmcnt  MnJc^— YckG     NoD     It  Not,  Wily? 


If  Statement  Made  and  Incorrect,  Fill  Out:  If  not  Mode.  Kill  Out. 


ASKBT.S 

T.IABlLiriRH 

Frlon<l»  or  ItelatlvcB 

Ri'Dt  Khtiito  MortBaiii's 

Oilier  LlablUtlea  (To  whom 7; 

otIo-rAMKcia  (Describe).... 

TOTAL 

TOTAL 

ANNUAL  SALRS INS.  ON  MD3B.  ■ 


MERCHANDISE-:-Good  QualityD     Cheap  Gradep     Part  SecondhandQ 
ACCOUNTS  KECEIVABLE— Largely  CollectibleQ   Largely  UncollectibleQ 
Subject  to  Liberal  DepreciationD     Carried  Overp 

NOTES  RECEIVABLE— Secur^dD  ■  Partly  Securedd    Unsecuredn    Bank- 
^  ableP     QuestionableD     HypothecatedQ 

CASH  ITEMS— Confirmed  YesD    NoD 

REAL  ESTATE— Describe  fully.    In  whose  name  held  ? 


BANK  INDEBTEDNESS:  If  secured,  how?. 

83973—0718 


PriDted  IB  IT.  8.  A. 


Fig..  9.    Form  used  by  traveling 
In  addition,  the  agencies'  periodicals  have  special  connec- 
tions in  important  lines  of  trade,  irrespective  of  the  repor- 
torial  v^ork  done  by  their  own  reporters. 
Furthermore,  every  branch  subscribes  to  local  newspapers. 
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LOCATION— GoodD    Fai^n    UndesirableD    SuburbanQ    Country  StoreD 

COMPETITION— Normsla    KeenD     NoneD     Enjoy  Fair  Share  TradeD 
Leading  Store  in  this  LineQ    Only  Store  HereQ 

EXPENSE— HeavyD    LightD   .EeasonableD    Lives  in  StoreD    Has  Ex- 
pensive FamilyO    Personal  Expenses  HeavyQ 

CREDIT  METHODS— CareMD     CarelessQ     LiberalD     Good  CollectorD 
Poor  CoiJectorD --Losses  are  Heavy □    Gash  Trade Q 

MANAGEMENT- In  Whose  Hands? 

ExtravagantQ    EconomicalQ    Attentiv6D    InattentiveD 

ABIUTY— GoodD  AVerageD    LimitcdD    Mechanic— GoodD   PoorO 
KEPBTATION— ExcellentD    GoodD    FairD    PoorD 

HABITS— GoodD    FairD    CriticisedD    Why?..'..... 

PROSPECTS — If  'a  small  hosiness,  vill  a  living-  be  made  from  it  and  if  a 
..large  business,  "What  are  the  prospects  of  success?  Go  into  detail 

PAYMENTS  BANK— PromptD    SIowD    Ask  ExtensionsD 

BRANCHES — Give  Location... 


REMARKS— (Fill  in). 


FIRE  RECORD— ^NoneD    Date Insurance  Carried  $ 

Loss   totaln    PartialD    Settlement  i WithD    WithoutD 

Salvage     Origin    (Comment). < 


FIRE  HAZARD— Appearance  Stock— NeatD  Poorly  KcptQ  ShelfwornD 
Bnilding  Occupied— OwnD  RentD  BrickD  ConcrcteD  FrameD  CorrugatedD 
Building  Condition — GoodD     RundownD     DilapidatedD 

Business  Occupies — ^Entire  BuildingD Floor(s)  Part Floor(s) 

Nature  Other  Business  in  Same  Building > 

Adjoining  Premises:  Vacant  LotO    BrickD    ConcreteD    FrameD    Corru- 
gatedD (One  SideD    Other  SideD    Both  SidesO) 
Is  There  Additional  Hazard  on  account  of  character  of  other  business,  or 
occupants,  in  same  building  oi'  buildings  adjoining?     NoD     YesD 

Explain •  • 

Is  There  Additional  Hazard  on  account  of  personal  character,  habits  or 
record?    Explain 


BANK  WITH. 


REPORTER  TO  RECORD  INTERVIEWS 

These  it  reads  for  finance,  deaths,  changes  in  partnerships, 
new  concerns  about  to  engage  in  business  and  old  ones  about 
to  discontinue.  Both  agencies  also  obtain  much  special  in- 
formation with  respect  to  burglary  and  fire  losses.     Local 
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fire  patrols,  fire  marshals,  boards  of  fire  underwriters,  and 
fire  insurance  companies  report  fires  as  they  occur,  and  give 
the  agency  information  as  to  the  amount  of  loss,  insurance 
carried,  and  adjustment  made.  Prom  these  figures,  it  can 
determine  the  net  fire  loss. 

Rating  Books 

The  agencies  render  two  outstanding  services  to  business 
men :  they  furnish  the  subscriber,  at  his  request,  with  special 
reports  on  individual  names,  and  they  supply  him  regularly 
with  the  reference  or  rating  books,  commenced  by  Brad- 
street  in  1857.  These  are  issued  quarterly  and  contain  the 
agency  ratings  based  upon  the  data  gathered  by  the  reporters. 
The  books  are  lent,  not  sold,  so  that  upon  issue  of  a  new 
edition  the  subscriber  agrees  to  return  the  old  volume,  and 
they  are  for  the  sole  use  of  the  subscriber  and  his  employees. 
The  complete  book  covers  the  United  States  and  Canada, 
while  smaller  volumes  are  issued  covering  only  certain  sec- 
tions, and  pocket  editions  of  individual  states,  adapted  to  the 
use  of  traveling  salesmen,  are  available  to  regular  subscribers 
for  an  extra  charge.  Until  about  1914,  daily  or  weekly  sheets 
were  issued,  which  contained  lists  of  failures,  new  incorpora- 
tions, business  changes,  etc.,  but  since  that  time  such  in- 
formation has  been  embodied  in  the  next  quarterly  rating 
book. 

The  books  contaia  ratings  of  those  who  either  buy  and  sell 
merchandise,  or  who  are  engaged  in  some  business  involving 
the  granting  or  obtaining  of  credit.  Their  comprehensive- 
ness is  shown  by  the  fact  that  the  July,  1930,  issue  of  both 
books  embraced  about  2,500,000  names.  The  books  are  ar- 
ranged alphabetically  by  states;  cities,  towns,  and  villages 
within  each  state ;  and  names  in  each  community.  The  popu- 
lation, transportation,  and  communication  facilities  and  near- 
est banking  center  are  shown;  while  each  trade  is  indicated 
in  Dun  by  a  symbol  before  the  name  and  an  abbreviation,  in 
Bradstreet  by  an  abbreviation.  Travelers'  route  maps,  state 
collection  laws,  and  digests  of  the  negotiable-instruments  law 
and  the  bankruptcy  act  are  also  included.     The  appearance 
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of  the  Bradstreet  Book  is  indicated  in  Figure  10  by  a  speci- 
men kindly  prepared  by  the  agency. 

ROSSMORE    [s   w   c]    Burlington 

On  Amiay  Dit.  Penna.  and  Camden  & 

Trmtm  Electric  B.B.—Pop.  3,000 — 

AltOD,  George  M G.  S   T  F 

Bernie  Helen  M Milly   Y  B 

Brown  Chas.  F Hotel  U  C 

CarrE.  C Gro    Z  F 

DaveyH.L.&Cc.Mfrs  Pottery   Q  B 
FirBtNat.Bank....W.  H.Gump, 
Prea.,  Wm.  Weiss,  Cash 
Cap.  paidinS50m,surp.  |20m 

Freeae  David  &  Son G,  S   T  C 

Greenbaum  Samuel Clo.&o-i-S  D 

Hawk  Wm.  H Drugs    P  E 

Howard  M.S Gro  X  D 

JenksWm Gara^^e  W  F 

KlingFredkH Hdwe    V  E 

MarshMioliael.,..Fum.&Undtkr    V  D 

Morse  J.  P Gro 

Nadel  Stanley Bakery    Z  F 

Nemetb  Andrew  W. Confec. 

Tob.  4c   Y  E 

Parks  MartinL Jlry    V  E 

Eoe  John  H.  (The)  Sons  Co 

Mfrs  Rope  G  Aa 

Schleser  David G  S  D 

Shade  Herbert  G Plbr   Y  F 

Smith  John  F Meats  Y  FF 

StookJas.  J Gro.  &  Meats   U  C 

Thames  AlbertG Prov    V  E 

Tiger  Geo.  H Confec  W  D 

Vail  Steve Gro   Z  F 

Ward  Alexander  D D.  Gds  TJ  0 

Welch  John  A Women 'bCIo    V  D 

Wheeler  Brick  Co Mfrs  N  A 

Zeto  Louis Rest  X  E 

TeL— Telegraph 

* — Money  Order  P.  0. 

Ex. — Express 

t — Nearest  bank  or- banker  at 

Fig.  10.    Specimen  of  the  Beadstreet  rating  book 

The  last  two  columns  in  the  specimen  constitute  the  agency 
ratings,  which  express  its  opinion  in  condensed  form  concern- 
ing the  risk.  On  concerns  in  the  larger  centers,  they  are 
prepared  by  the  reporter  conducting  the  investigation,  sub- 
ject to  revision  by  his  superiors;  elsewhere,  they  are  pre- 
pared by  the  district  ofSce.  The  rating  consists  of  two  parts — 
financial  strength  or  capital,  and  general  credit.  The  former 
represents  the  estimated  net  worth  after  verification  and  due 
allowance  for  shrinkage.  The  latter  denotes  the  credit  stand- 
ing or  grade  of  credit,  reflecting  personal  habits,  business 
ability,  experience,  and  similar  factors  in  the  past  record  and 
the  business  prospects.     The  "key"  to  the  ratings  of  each 
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Fig.  11.    Key  to  Dun's  eatings 
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agency  is  sho-wn  in  Figures  11  and  12.  Where  an  individual 
or  firm  is  interested  in  two  or  more  businesses,  Dun  indicates 
that  fact  by  (d),  Bradstreet  by  (-f-). 

It  will  be  observed  that  the  agencies  vary  their  designation 
of  the  several  grades  of  credit  according  to  the  capital  rating. 
This  procedure  assumes  that  there  exists  a  close  relationship 
and  relative  proportion  between  capital  strength  and  credit 
standing,  and  that  capital  is  the  foundation,  while  character, 
ability,  and  circumstances  govern,  qualify,  and  create  credit. 
The  agency,  it  may  be  added,  assigns  capital  ratings  in  a  num- 
ber of  cases  where  it  does  not  obtain  financial  statements, 
basing  its  estimate  upon  data  obtained  from  the  concern's 
own  banks  and  other  local  sources.  Credit  men  at  times  have 
opposed  this  practice,  or  at  least  have  desired  an  indication 
in  the  book  that  no  statement  had  been  obtained.  A  blank 
capital  rating,  however,  does  not  necessarily  indicate  that  the 
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Pig.  12.   Key  to  Bhadsteebt's  eatings 
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concern  is  not  well  established ;  in  fact,  its  good  credit  stand- 
ing may  be  well  recognized  in  the  community. 

Value  of  Ratings 

The  rating  books  are  commonly  regarded  as  credit  ency- 
clopedias. Their  very  scope,  however,  necessarily  involves 
certain  weaknesses.  The  ratings  express  in  summary  fashion 
the  judgment  of  the  reporter,  subject  to  the  local  office  man- 
ager's approval  and  submission,  if  necessary,  to  New  York 
headquarters.  Despite  the  vast  number  of  names,  on  the 
whole,  the  books  are  approximately  correct  at  the  time  of 
issue,  although  in  individual  cases  a  sharp  discrepancy  is  at 
times  shown  in  the  ratings  of  the  different  agencies.    This  is 
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often  due  to  a  division  in  the  account,  one  agency  including 
the  outside  interests  of  the  individual,  the  other  omitting 
them.  Many  changes  take  place  between  the  times  of  re- 
vision and  the  books  become  correspondingly  inaccurate,  or 
at  least  misleading,  as  time  passes.  Bradstreet's  in  1929 
added  436,248  names,  erased  442,530  others,  showed  113,560 
changes  in  firm  style  or  business,  and,  what  is  particularly 
important  here,  showed  385,571  changes  in  capital  or  credit 
ratings  during  the  year.  Dun 's  during  the  same  year  inserted 
482,609  new  names,  obliterated  458,952,  made  452,681  changes 
in  ratings  and  144,882  in  styles,  and  showed  177,144  bank 
list  alterations.  In  a  time  of  crisis,  of  course,  the  number  of 
such  changes  increases  greatly. 

This  fact  is  of  great  importance  to  the  credit  man,  who  is 
interested,  not  in  the  general  showing,  but  entirely  in  the 
individual  names  by  which  he  is  enabled  to  pass  on  specific 
cases.  However,  it  should  be  borne  in  mind  that  the  changes 
in  a  concern's  standing  usually  occur  gradually  and  as  often 
for  the  better  as  for  the  worse,  and  are  usually  only  from 
one  grade  to  the  next.  The  greatest  proportion  of  failures 
takes  place  among  those  having  moderate  or  no  credit  ratings. 
According  to  Bradstreet's,  out  of  21,805  failures  in  1929, 
21,027  or  96.4  per  cent  fell  in  that  group ;  as  compared  with 
96.1  per  cent  in  1928,  96.0  per  cent  in  1927  and  96.3  per 
cent  in  1926.  In  1929  only  704  or  3.2  per  cent  were  rated 
in  good  credit  and  74  or  0.4  per  cent  in  very  good  credit 
or  higher. 

The  credit  man  cannot  place  too  great  reliance  upon  the 
ratings  in  the  matter  of  extending  credit,  but' >  should  sup- 
plement them  by  inquiring  for  the  detailed  reports.  He 
may  pass  small  first  orders  requiring  immediate  shipment,  in 
case  the  salesman's  report  is  likewise  satisfactory.  In  all 
cases,  however,  he  should  subsequently  make  a  detailed  in- 
vestigation, and  use  the  rating  merely  as  a  preliminary  guide 
and  later  as  a  check  upon  other  sources  of  data.  On  the 
other  hand,  he  may  refuse  the  order  if  the  rating  is  unques- 
tionably inferior.  These  generalizations  represent  the  present 
consensus  of  opinion,  although  it  must  be  recognized  that  the 
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individual  credit  man  to  a  certain  extent  has  developed  his 
own  procedure. 

The  rating  books  have  also  several  other  uses.  In  maMng 
periodical  revisions  of  the  credit  files,  a  change  in  rating  is 
a  signal  for  a  new  investigation.  The  books  likewise  afford 
certain  suggestions  for  sources  of  information,  as,  e.g.,  the 
nearest  bank  from  which  data  may  be  requested.  Last, 
they  may  be  used  in  compiling  lists  for  salesmen  or  for  mail 
solicitation.  Inferior  accounts'  which  are  obviously  undesir- 
able credit  risks  can  be  eliminated  and  the  salesman's  efforts 
directed  to  other  more  desirable  accounts  in  a  certain  in- 
dustry. In  fact,  a  leading  credit  man  has  stated  that  the 
last  use  "is  alone  worth  the  subscription  price  of  the  agency 
service."®  Banks  use  the  rating  books  to  ascertain  the 
standing  of  unknown  names  appearing  on  paper  their  cus- 
tomers tender  for  discount. 

In  order  to  increase  the  value  of  the  ratings,  some  credit 
men  in  the  past  have  urged  that  "pay  ratings"  be  added  to 
the  capital-  and  credit  ratings.  Certain  agencies  which  were 
in  existence  for  a  short  period  adopted  this  feature,  and 
based  the  ratings  upon  the  trade  information  they  obtained. 
Underlying  the  demand  was  a  desire  that  the  reference  books 
contain  sufficient  information  upon  which  to  stake  a  credit 
without  consulting  other  sources.  Reliance  solely  upon  the 
reference  books,  it  is  well  recognized,  does  not  make  for  sound 
credits.  Moreover,  pay  ratings  themselves  would  be  unre- 
liable unless  based  upon  a  thorough  preliminary  investigation 
and  frequent  reinvestigations.  Conditions  affecting  payment 
differ  widely  according  to  time,  place,  and  nature  of  business. 
What  is  prompt  in  one  trade  is  slow  in  another,  for  the  terms 
of  sale  vary  greatly.  Again,  a  man  may  discount  his  bills 
one  season,  the  next  year  he  may  be  compelled  to  take  full 
time  because  of  adverse  crop  conditions.  Finally,  he  may 
discount  his  bills  with  certain  of  his  creditors,  take  full  time 
with  others,  and  be  slow  with  the  remainder;  so  that  an 
average  impression  of  his  paying  qualities  is  often  difficult 

sMcAdow,  Mercantile  Credits  (New  York,  1922),  p.  53. 
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to  form.  Special  agencies,  however,  often  incorporate  such 
ratings. 

Special  Reports 

The  reporter  embodies  the  results  of  his  investigation  in  a 
report,  which  is  considered  by  regular  reviewers,  and,  if  ap- 
proved, is  duplicated  and  placed  in  the  agency's  files.  The 
subscriber  sends  in  a  special  inquiry  blank,  and  obtains  the 
report  with  the  understanding  that  he  will  use  it  for  strictly 
legitimate  mercantile  purposes  and  regard  it  as  strictly  con- 
fidential. Reports  which  contain  particularly  unfavorable 
data  are  either  made  available  only  for  consultation  in  the 
agency's  ofSce,  or  else  sent  by  messenger,  to  be  read,  but  not 
copied.  In  response  to  earlier  criticisms,  the  agencies  have 
standardized  their  reports,  which  are  now  divided  into  spe- 
cific paragraphs,  but  the  Dun  report  differs  materially  in 
arrangement  from  the  Bradstreet  report.  Reports,  besides 
being  available  on  names  included  in  the  rating  books,  are 
also  prepared  on  other  names,  which  are  the  subject  of  N.  Q. 
or  "not  quoted"  ratings,  in  the  language  of  one  agency,  since 
they  are  not  engaged  in  strictly  commercial  pursuits  requiring 
credit  in  the  open  market. 

Substantially  the  same  information  is  covered  by  both 
agencies  in  their  reports,  but  the  arrangement  differs,  as 
follows : 

Section  Dun  Bradstreet 

1.  Heading  Heading 

2.  Record  (antecedents)  Financial  condition 

3.  Statements  Trade  opinions 

4.  General  information  Antecedents 

5.  Trade  report  Fire  record 

6.  Fire  record  General  remarks 

7.  Rating  Rating 

The  record  section  of  Dun  corresponds  to  the  antecedents 
section  of  Bradstreet,  while  the  general  information  section 
reflects  the  reporter's  opinion  on  matters  such  as  location, 
condition  of  stock,  accuracy  of  statement,  character  and 
ability  of  management,  and  future  outlook. 


THE  MBECANTILE  AGENCY  137 

Besides  considering  how  the  report  is  constructed,  it  is 
essential  to  consider  how  it  is  to  be  used  and  analyzed.  For 
purposes  of  illustration,  there  are  given  herewith  two  actual 
reports  courteously  furnished  by  the  agencies,  with  names 
changed  so  as  to  prevent  identification.^ 

Dun  Report 

HALCYON  NOVELTY  CO.  (NOT  INC)        NEW  YORK  CITY 

Converters  Cotton  Goods 
James  Miles 
P.  Shirley  Pulton 
August  1st,  1930  88  White  St. 

Reooed 

They  registered  this  trade  name  July  1st,  1918,  at  which  time 
firm  was  formed. 

James  Miles  is  married,  native  born,  aged  thirty-nine.  Began 
his  business  career  in  the  employ  of  Jones  &  Jones,  same  line,  this 
city  in  1910.  In  1912  he  inherited  substantial  means  from  the 
estate  of  his  mother  and  purchased  an  interest  in  Jones  &  Jones, 
withdrawing  therefrom  a  short  time  before  the  inception  of  present 
firm.  Is  said  to  have  received  between  $90,000  and  $100,000  for 
his  share. 

Peter  Shirley  Pulton  who  is  more  commonly  known  as  P.  Shir- 
ley Pulton  is  married,  aged  49.  Commenced  in  the  retail  women's 
wear  line  at  698— 8th  Ave.  in  January  1907.  On  April  5th,  1909, 
an  involuntary  petition  in  bankruptcy  was  filed  against  him  by 
creditors  in  the  sum  of  $5,638.  Schedules  in  bankruptcy  filed  May 
1st,  1909,  showed  liabilities  $12,800;  nominal  assets  $9,630.  On 
May  29th,  1909,  a  composition  was  confirmed  at  65%,  payable  25% 
in  cash  and  the  balance  in  four  notes  of  10%  each  payable  quar- 
terly. 

He  sold  the  business  at  698 — 8th  Ave.  in  September  1912  and 
became  Secretary  and  Treasurer  of  Ptdton  Wearing  Apparel  Co. 
(Inc),  Whol.  Women's  Wear,  59  Leonard  St.,  a  New  York  corpora- 
tion organized  September  15th,  1912,  authorized  capital  $75,000. 
That  corporation  surrendered  its  charter  in  Peb.  1914  and  the  busi- 
ness was  continued  by  Pulton  alone  until  shortly  prior  to  becoming 
a  partner  with  Miles.  A  statement  submitted  by  him  as  of  Decem- 
ber 31st,  1916,  showed  a  net  worth  of  $194,733. 

9  See  also  the  model  report  submitted  by  the  Davenport  Association 
of  Credit  Men  in  the  National  Contest  in  1915.  Bulletin  of  the  Na- 
tional Association  of  Credit  Men,  1916,  p.  19. 
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James  Miles  is  President  and  P.  Shirley  Fulton,  Secretary- 
Treasurer,  of  238  West  St.  Corp.  which  was  chartered  under  New 
York  laws  January  10th,  1919,  authorized  capital  $75,000. 

Statements 

assets  liabilities  net  worth 

June  30,  1927 $557,419.26  $135,568.16  $421,851.10 

June  30,  1928 586,513.81  92,215.03  494,298.78 

June  30,  1929 601,789.49  98,356.28  502,433.21 

The  following  statement  is  received  by  mail  over  signature  of 
James  Miles  giving  the  partners  as  above  and  showing  the  firm's 
condition  as  of  June  30th,  1930: — 

ASSETS  LIABILITIES 

Cash  in  banks $41,324.71      Loans      payable      to 

Accounts  receivable. .  291,635.16         bank   $70,000.00 

Mdse.   as  per  inven-  Accounts  payable 

tory  (all  good  net)  200,826.60  (Not  Due)    38,474.81 

Furniture  &  Fixtures      5,245.57  

Notes  receivable 25,698.52      Total  liabilities $108,474.81 

Bank  stocks 57,752.97 

Real    Estate    invest- 
ment         45,000.00 

$667,483.53     Net  worth $559,008.72 

July  30th,  1930,  James  Miles  stated  verbally  that  full  fire  insur- 
ance is  carried  on  stock  and  fixtures.  Further  stated  that  sales  for 
the  first  six  months  of  their  fiscal  year  had  been  quite  large,  but 
since  January  1st,  1930,  there  had  been  a  gradual  falling  off.  He 
was  not  inclined  however  to  state  amount  of  annual  business. 

General  Information 

Cash  in  banks  confirmed.  Reported  meeting  all  bank  obliga- 
tions promptly  at  maturity  and  are  extended  accommodation  on 
own  paper  without  hesitation.  Accounts  receivable  are  considered 
good  having  had  but  few  losses  through  bad  collections.  Real 
estate  investment  represents  their  holdings  in  the  238  West  Street 
Corporation.  Statement  is  considered  conservative,  although  not 
showing  any  reserves. 

The  partners  are  quite  active  in  the  management,  spoken  of  as 
capable  merchandisers  and  the  business  since  its  inception  has 
shown  steady  progress.    Have  aU  along  been  reported  prompt  pay. 


THE  MERCANTILE  AGENCY 

Trade  Eepoets 


139 


H.C.        ORDER      OWE  .  DUE 

12000  2100  Prompt  Terms  10/70.     Active   a/e. 

3000  Prompt  Terms  reg.     Sold  sometime. 

7000  Prompt  Terms  70.    Active  a/e. 

10000  Prompt  Terms  10.    Old  a/c. 

9000  Prompt  Terms  10.    Sold  sometime. 

2500  Prompt  Terms  10.    Sold  years. 

1500  Prompt  Terms  10.    Active  a/c. 

1200  Prompt  Terms  10.    Old  a/c. 

Fire  Hazard: — Business  is  conducted  from  good  sized  store,  sit- 
uated in  one  of  the  older  loft  buildings  of  brick  construction, 
wooden  interior,  and  section  devoted  to  textile  lines  creating  no 
additional  fire  hazard. 

Fire  Eecord 

March  8th,  1926,  they  suffered  loss  by  fire  which  originated  in 
an  adjoining  building,  damage  to  stock  and  fixtures  was  placed  at 
$2,800  which  amount  was  received  from  insurance  companies. 
8-2-30  MW  B  s  1 

Bradstreet  Beport 
250-9-20-30-PRIM 

JOHNSON,  THOMAS  C.Drt  Goods  &  Geo... Bee  City,  Ind. 
Age,  30,  Mrd.  Honey  Co. 

riNANCiAL  Condition  :  On  Sept.  15th,  1930,  we  received  by  mail 
a  Financial  Statement  showing  condition  as  of  Sept.  1st,  1930,  as 
per  inventory  as  follows: 

ASSETS 

Merchandise   $2500 

Accounts  Receivable    200 

Cash  in  bank 200 

Cash  on  Hand 100 

TOTAL  OtTREBNT  ASSETS    $3,000 


LIABILITIES 


NONE 


$1,000  Life  Insurance  carried  in  favor  of  the  business. 
Insurance  on  Merchandise,  $2,000. 
Never  had  a  fire  loss. 

(Signed)     THOMAS  C.  JOHNSON 
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After  making  due  allowance  for  debts,  depreciation,  etc..  Net 
Worth  is  placed  at  $1,000  as  a  basis  for  credit. 

Trade  Opinions: 

highest  credit    payments     owe  comments 

$200  Prompt         $100        Terms  regular  30  days. 

$500  Prompt         Sold  since  November,  1929. 

Prompt  pay. 
$100  Discounts      Sold  since  January,  1930. 

Antecedents  :  He  commenced  this  business  in  October  1929, 
starting  new.  Our  records  show  that  he  was  formerly  engaged  in 
the  Confectionery  business  at  Princeton,  Minn.,  prior  to  which  time 
he  was  located  at  Browns  Mills,  la.,  in  partnership  with  his  father, 
under  the  firm  name  of  Alfred  Johnson  &  Son,  which  was  dissolved 
on  June  6th,  1925,  by  the  death  of  the  senior  partner.    Never  failed. 

Fire,  Burglary,  Water  Loss — none. 

General  Eemaeks:  Personally  is  well  regarded,  of  average  abil- 
ity. Locally  is  reported  satisfactory  in  pay  and  prospects  for  the 
future  considered  good. 

89 YE...     .  Sept.  20th,  1930. 

Other  Services 

Among  the  most  recent  developments  has  been  the  inaugu- 
ration of  a  consulting  service  by  one  agency  and  credit  check- 
ing by  the  other.  This  is  designed  to  give  the  subscriber  the 
benefit  of  the  advice  and  recommendation  of  the  agency's 
credit  analysts.  Upon  receipt  of  an  order,  he  can,  by  tele- 
phone or  in  person,  obtain  the  agency's  viev^s  of  the  customer. 
In  some  ways  it  is  similar  to  the  credit  checking  services  dis- 
cussed in  Chapter  IX. 

For  a  period  of  about  three  years  after  he  has  inquired 
upon  a  name,  a  subscriber  automatically  receives  information 
of  material  changes  of  an  unfavorable  or  derogatory  nature, 
provided,  of  course,  that  he  renews  his  subscription  annually. 
The  data  include  suits,  assignments,  foreclosures,  bankrupt- 
cies, mortgages,  irregular  transfers  of  property,  pledges  of 
accounts  receivable,  deaths,  fires,  etc.  Incidentally,  the  rec- 
ord of  inquirers  gives  the  agency  a  list  of  sources  to  be 
visited  by  the  reporter  when  a  new  investigation  is  deemed 
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advisable.  Where  the  nature  of  the  new  information  does 
not  call  for  a  warning  to  the  subscriber,  he  is  merely  notified 
that  a  new  report  is  on  file. 

Furthermore,  the  agency  furnishes  letters  of  introduction 
for  the  use  of  subscribers  and  their  representatives.  Such 
letters  enable  the  holder  to  make  inquiry  at  any  office  in  the 
states  represented  by  the  volumes  lent  to  the  subscriber.  The 
reference  book  may  be  consulted  or  a  full  report  read. 

Again,  the  agency  maintains  a  collection-service  depart- 
ment for  the  collection  of  past  due  accounts,  which  is  repre- 
resented  by  attorneys  in  many  cities  and  towns  throughout 
the  country. 

Another  service  is  the  publication  of  weekly  reviews  of 
trade  and  financial  conditions.  The  surveys  cover  the  entire 
country,  and  are  based  upon  data  furnished  by  the  general 
agency  staff,  as  well  as  by  men  devoted  exclusively  to  their 
preparation.  Both  are  well  known,  moreover,  for  their  com- 
pilations of  business  failure  statistics,  which  Dun  commenced 
in  1857.  The  Dun  agency  commenced  the  publication  of  the 
weekly  Bun's  Review  in  1895,  which  was  subsequently  sup- 
plemented by  Dun's  International  Review  (now  published  in 
four  languages)  in  1905  and  The  World's  Markets  in  1917. 
The  Bradstreet  agency  in  1879  commenced  the  publication  of 
Bradstreet's — A  Journal  Devoted  to  Trade,  Finance,  and 
Public  Economy. 

Value  of  Agency  Report  Service 

To  be  most  effective,  the  report  must  be  based  upon  a  wide 
range  of  data,  and  data  drawn  from  different  markets.  In 
other  words,  in  order  to  be  of  the  greatest  value  the  report 
must  be  complete  and.  comprehensive.  Because  of  its  great 
size,  the  organization  needed  to  gather  such  data  on  a  country- 
wide basis  may  become  unwieldy,  and  break  down  or  become 
ineffective  in  certain  cases.  For  years  the  credit  men  through 
their  local  bodies  and  national  organization  have  conferred 
regularly  with  the  agencies,  and  considerable  improvement 
in  the  service  has  resulted.  Certainly  the  reports  of  twenty- 
five  years  ago  cannot  be  compared  with  those  of  to-day. 
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During  the  War  period,  the  work  suffered  some  relapse,  but 
it  has  since  materially  improved.  At  that  time,  the  existence 
of  a  seller 's  market  permitted  selection  of  customers,  therefore 
less  credit  work  was  required.  Meanwhile  the  agency  staffs 
were  depleted.  The  cessation  of  hostilities  ushered  in  an  un- 
precedented revision  of  files  by  credit  men.  The  agencies 
received  a  flood  of  inquiries,  and  there  were  a  very  great 
number  of  changes  in  ratings.  The  depression  following  the 
"War  caused  a  disposition  to  curtail  contracts  for  agency  re- 
ports and  a  greater  reliance  upon  mere  ratings,  a  tendency 
which  the  agencies  have  always  strongly  opposed.  Despite 
the  continuous  pressure  upon  the  agencies,  competent  judges 
report  marked  improvement  in  their  service  during  the  last 
few  years. 

Credit  men  have  often  been  disposed  to  criticize  the  agency 
report  service.  Many  think  that,  for  the  present  charges," 
a  much  better  grade  of  service  could  be  maintained,  and  stUl 
yield  a  fair  profit  to  the  agency.  Others  feel  that  if  the 
agencies'  contention — ^that  they  give  the  maximum  possible 
service  for  the  price — is  correct,  the  credit  men  would  gladly 
pay  a  reasonable  amount  in  addition  for  improvement  in  the 
service. 

A  general  discussion  of  credit  service  usually  relates  to  the 
following  matters  :^^ 

1.  Quality  of  credit  work,  including  both  thoroughness  and  ac- 
curacy. 

2.  Contents  of  reports,  including  signed  financial  statements, 
antecedent  data  and  trade  information. 

3.  Promptness  and  up-to-dateness  of  the  information. 

4.  Mechanical  make-up  of  reports. 

5.  Cooperation  of  credit  men  with  the  agencies. 
Each  will  be  considered  in  turn. 


10  They  vary  somewhat  according  to  locality,  and  character  and  ex-  « 
tent  of  service.  Thus  the  quarterly  general  reference  book  and  100 
reports  cost  about  $300,  while  for  sectional  books  and  reports  the 
price  IS  lower.  Additional  reports  cost  from  $75  to  $100  per  hundred. 
_  11  An  excellent  summary  of  the  problems  existing  some  years  ago 
IS  contained  in  the  declaration  of  the  Mercantile  Agency  Service  Com- 
^a}v.^\  °^  *^®  National  Association  of  Credit  Men,  submitted  to  the 
^Bth  Annual  Convention  in  1921,  reprinted  in  E.  E.  Olson  and  J.  W. 
Mailman,  Credit  Management   (New  York,  1925),  pp.  83-85. 
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Quality  of  Credit  Work 

The  well-trained,  conscientious  reporter  who  knows  credits 
thoroughly  provides  the  backbone  of  the  agency  report.  The 
quality  of  the  reports  varies  considerably  in  different  sections, 
according  to  the  relative  ability  of  the  reporters.  The  re- 
porter in  the  larger  city,  because  of  his  wider  experience,  is 
generally  regarded  as  better  qualified  than  the  country  re- 
porter or  correspondent,  whose  knowledge  of  credit  matters 
is  necessarily  more  limited.  To  improve  the  service,  schooling 
of  reporters  in  a  more  systematic  way  is  often  advocated, 
together  with  stricter  censorship  of  their  reports — ^which  the 
agencies  endeavor  to  provide — so  as  to  raise  the  standard  of 
the  service  and  make  it  more  uniform  in  quality. 

Contents  of  Reports 

The  model  report  should  contain  information  bearing  on 
all  the  essential  elements  involved  in  the  credit  standing  of 
the  concern  under  scrutiny.  It  should  contain  sufficient  de- 
tail, obtained  by  careful  searching  investigation,  to  show  who 
the  man  is,  what  he  is,  what  he  has,  and  how  he  pays  his  bills. 
Of  great  importance  are  data  showing  the  moral  risk,  includ- 
ing antecedents  and  past  record,  which  are  often  held  to  be 
the  most  valuable  feature  of  the  report.  Credit  men  at  times 
feel  that  the  report  should  be  more  adequate  in  this  respect. 
It  should  give  as  full  information  as  possible  with  respect 
to  the  subject's  past  employment  by  others,  previous  enter- 
prises in  which  he  was  engaged,  and  his  present  outside 
connections.  The  report  should  indicate  whether  he  declined 
to  give  such  information.  The  agencies  on  their  part  call 
attention  to  the  fact  that  they  cannot  give  this  information 
unless  they  can  substantiate  it,  hence  in  doubtful  cases  can 
merely  omit  the  customary  statement  that  the  subject  is  well 
regarded  as  of  good  character.  The  individual  credit  man 
must  draw  the  logical  conclusions  from  the  report.  Credit 
men  have  further  suggested  that  the  report  note  tendencies 
toward  trade  abuses,  and  that  it  state  specifically  the  product 
manufactured  or  sold.    Finally,  they  wish  to  have  the  report 
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bring  out  clearly  the  reason  for  a  downward  change  in  rating, 
which  they  claim  it  often  fails  to  do. 

Many  credit  men  complain  that  the  reports  too  frequently 
omit  financial  statements,  that  many  of  the  statements  given 
are  approximate  or  estimated,  and  that  many  are  unsigned. 
However,  about  90  per  cent  contain  financial  statements  in 
cases  where  credit  is  an  important  factor.  The  remainder 
represent  small  trades  people  such  as  newsdealers,  milliners, 
and  others  whose  unfamiliarity  with  business  methods  renders 
them  unable  to  make  statements  of  any  particular  value.  The 
proportion  of  those  giving  statements  is  steadily  increasing. 
During  the  post-war  period,  retailers  made  more  money  than 
ever  before,  and  began  keeping  books  on  a  more  extensive 
scale;  income  tax  payments,  too,  have  required  record  keep- 
ing. Eecent  progress  may  further  be  judged  by  the  fact 
that  an  investigation  in  1902  showed  that  only  about  37% 
per  cent  of  the  reports  contained  statements  secured  from 
people  in  trade.  The  same  increase  holds  in  the  case  of 
signed  statements. 

Many  business  men  permit  concerns  to  obtain  all  the  credit 
they  desire  without  giving  any  statement  at  all.  This  throws 
the  responsibility  for  lack  of  statements  in  the  agency  reports 
— as  well  as  for  lack  of  signed  statements — right  back  on  the 
credit  grantors  themselves.  So  long  as  this  condition  obtains, 
many  concerns  are  certain  to  refuse  agency  requests  for 
statements.  Only  when  sellers  insist  that  applicants  for 
credit  give  statements  to  the  agencies,  and  when  they  them- 
selves furnish  agencies  with  copies  of  statements  which  they 
have  received,  will  this  condition  be  improved.  To  some  ex- 
tent the  agencies  now  receive  statements  indirectly ;  in  cases 
where  repeated  requests  have  met  with  a  direct  refusal  from 
the  concern,  other  sources  likely  to  be  informed  are  consulted. 
"Where  no  statement  can  be  obtained,  the  agency  should  give 
as  close  and  reliable  an  estimate  of  financial  responsibility 
as  possible,  together  with  the  facts  on  which  the  estimate  is 
based. 
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R.  G.  Dun  &  Co. 

Ledger  Experience  Inquiry 


PLEASE  NOTE.                 ON                .PLEASE  NOTE 
f «  I 


V    PlaaM  tlats  your  «xperi«nea  trilh  the  above  nemed.       ■ 
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Fig.  13.    Dun  trade  experience  inquiry 
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Trade  Information 

A  third  criticism  of  the  scope  of  the  agency  report  alleges 
lack  of  sufSeient  trade  information.  In  response  to  requests 
from  credit  men  extending  over  a  decade  or  more,  both  agen- 
cies finally  devoted  special  attention  to  obtaining  such  data 
in  a  systematic  and  detailed  manner,  instead  of  merely  obtain- 
ing it  incidentally  as  they  had  done  previously.  E.  G.  Dun 
and  Co.  established  a  special  department  in  New  York  in 
1913  to  conduct  this  work;  and  in  1917  its  Trade  Report 
Department  was  greatly  extended,  and  first  prepared  tabu- 
lated reports  in  the  present  manner.  Its  greatest  develop- 
ment, however,  has  taken  place  since  1920,  and  it  is  ascribed 
to  the  greater  willingness  of  credit  men  as  a  whole  to  furnish 
data.  It  claims  to  operate  the  most  extensive  system  for  the 
interchange  of  ledger  information  in  the  country  to-day. 
Bradstreet's  likewise  have  undertaken  to  develop  their  trade 
information  work. 

Dun's  method  is  as  follows:  The  agency  obtains  from  its 
representatives  a  list  of  references  on  a  concern  under  inquiry. 
If  these  references  are  insufSeient,  the  concern  is  asked  to  send 
it  names  of  houses  from  which  principal  purchases  are  made. 
To  each  of  these  references  the  agency  sends  a  form  (Figure 
13),  requesting  its  ledger  experience  with  the  concern  under 
inquiry.  For  this  mail  clearance,  the  agency  allows  a  specified 
number  of  days  to  receive  replies,  before  it  prepares  the  com- 
pleted report.  It  approaches  nonsubscribers  as  well  as  sub- 
scribers on  a  quasi  reciprocal  basis.  Each  ofSce,  in  a  general 
way,  handles  its  local  names  in  accordance  with  the  stand- 
ardized procedure  which  has  been  developed.  Instead  of 
relying  entirely  upon  such  mail  clearance,  the  agency  em- 
ploys several  special  trade  inquiry  reporters  in  the  larger 
centers,  who  take  a  group  of  inquiry  slips  referring  to  a 
certain  industry,  and  make  personal  inquiry  of  concerns  in 
that  line.  Twice  a  year  reports  are  revised,  and  the  informa- 
tion is  brought  up  to  date. 

The  results  of  the  clearance  are  presented  in  a  trade  report. 
The  service  is  not  sold  separately  from  the  regular  report 
service,  but  the  subscriber  calling  for  a  trade  report  must 
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have  obtained  or  have  applied  for  the  current  general  report. 
Special  trade  reports  are  usually  furnished,  but  if  the  data 
are  available  when  a  complete  special  report  is  requested,  the 
trade  report  will  be  incorporated  therein. 

The  fact  that  the  agencies  have  instituted  and  have  rapidly 
developed  this  system  has  removed  some  of  the  earlier  criti- 
cisms, but  certain  objections  still  remain.  Too  often,  credit 
men  allege,  the  complete  agency  report  merely  summarizes  the 
situation,  and  is  not  sufflciently  specific  in  regard  to  a  sub- 
ject's paying  qualities.  It  contains  some  such  phrase  as  "he 
is  sold  his  requirements  and  meets  his  obligations  with  fair 
promptness,"  or  "in  the  trade  the  company  is  sold  its  re- 
quirements without  hesitation  and  is  reported  as  discounting 
its  biUs  as  a  rule, ' '  instead  of  giving  the  credit  man  the  actual 
facts  upon  which  to  base  his  own  conclusions.  This  criticism 
dates  back  to  the  period  prior  to  about  1920,  when  business 
houses  were  often  reluctant  to  furnish  actual  figures  taken 
from  the  ledger,  either  for  selfish  reasons  or  for  fear  the 
customer  could  identify  the  house  furnishing  unfavorable 
data.  The  approximate  data  supplied  made  some  descriptive 
summary  necessary.  Another  objection  is  that  the  informa- 
tion is  too  old ;  since  it  is  regularly  revised  only  once  every  six 
months,  it  does  not  afford  an  up-to-date  and  significant  guide 
in  all  cases.  Finally,  some  credit  men  feel  that  the  data 
given  are  not  sufficiently  representative.  The  number  of 
opinions  is  often  limited;  small  creditors'  experiences  at  times 
alone  are  given,  whereas  the  current  financial  statement  shows 
large  outstanding  accounts  payable ;  or  certain  markets  alone 
are  covered.  The  agencies  on  their  part  are  endeavoring  to 
improve  the  quality  and  extent  of  the  service.  In  view  of 
its  scope,  it  is  inevitable  that  some  reports  should  be  defective, 
but  as  time  goes  on,  the  proportion  should  decrease.  Whether, 
when  the  vastness  of  the  task  is  considered,  and  considering 
also  the  large  number  of  requests  for  ledger  experience  which 
come  to  the  business  community  from  various  sources,  fresher 
information  can  regularly  be  furnished,  through  periodic  re- 
vision at  more  frequent  intervals,  is  a  pertinent  question. 

A  final  problem  remains  with  respect  to  trade  information. 
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How  desirable  is  such  data,  and,  in  particular,  should  the 
agency  gather  it?  For  years,  credit  men  have  stressed  the 
desirability  of  obtaining  this  kind  of  information.  Some, 
however,  now  feel  that  it  has  become  something  of  a  "fad" 
and  has  been  "overdone."  Nevertheless,  a  great  number  of 
organizations  have  been  formed  to  obtain  such  data,  as  noted 
in  Chapter  IX.  The  net  result  has  been  to  place  a  severe 
burden  upon  the  credit  man.  Heavy  duplication  of  work 
through  mail  inquiry  results.  Again,  large  houses  often  feel 
that  they  give  far  more  than  they  get,  besides  objecting  to 
the  work  involved.  The  agencies  have  felt  this  reaction  at 
times ;  many  of  their  mail  requests  have  remained  unanswered, 
many  have  been  answered  incompletely,  perhaps  with  the 
mere  notation  "satisfactory  account,"  and  many  slowly,  evi- 
dently being  put  aside  to  answer  in  batches  or  sporadically 
as  opportunity  and  facilities  permit.  One  of  the  agencies 
states,  however,  that  85  per  cent  of  the  number  of  requests 
now  sent  out  are  answered.  The  objection  to  the  agency 
has  been  heightened  by  the  fact  that  credit  men  as  a  whole 
feel  that  ledger  experience  should  be  interchanged  on  an  en- 
tirely reciprocal  basis;  that  trade  information  should  not  be 
merely  furnished  an  outside  party  for  the  latter 's  profit. 
The  net  result  at  the  present  time  is  a  considerable  duplica- 
tion of  effort  by  the  various  organizations  which  obtain  such 
information,  with  consequent  multiplication  of  work  for  the 
credit  man,  despite  the  fact  that  the  efficiency  of  the  system 
is  predicated  upon  the  idea  of  more  or  less  complete  concen- 
tration of  information  at  a  central  point  or  group  of  points. 
Various  credit  men  feel  that  the  agencies  should  adopt  a 
well  defined  and  economic  policy  in  seeking  ledger  experiences, 
so  as  to  avoid  undue  strain  upon  the  entire  system. 

Promptness  and  Up-to-Dateness  of  the  Information 

Credit  men  often  allege  that  too  large  a  proportion  of 
agency  reports  are  out-dated — i.e.,  bear  a  date  more  than  six 
months  ago,  hence  of  necessity  are  sent  with  the  rubber 
stamp  addition  "will  get  later."  Too  often,  moreover,  after 
a  long  wait,  the  new  investigation  may  be  summarized  in  one 
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sentence:  "nothing  is  learned  at  this  time  to  alter  the  sub- 
stance of  previous  reports."  Somewhat  akin  is  the  criticism 
that  reports  at  times  are  "rehashed" — i.e.,  rewritten  in  such 
a  way  as  to  conceal  the  fact  that  no  new  investigation  was 
made.  The  agencies,  it  is  only  fair  to  say,  frown  on  the 
practice  and  endeavor  to  stamp  it  out.  This  general  indict- 
ment involves  the  further  claim  that  the  revision  takes  too 
long  a  period  to  make  its  use  possible  for  first  orders  or  new 
accounts,  which  therefore  must  be  passed  upon  initially  on 
data  derived  from  other  sources.  The  same  is  true,  of  course, 
where  information  is  totally  lacking,  and  where  the  credit 
man  wishes  special  data  entirely  up  to  date. 

The  truth  of  the  matter  seems  to  be  this:  on  90  per  cent 
of  inquiries,  the  agency  furnishes  a  current  report  at  once 
within  one  working  day.  It  has  such  reports  available  on 
practically  all  concerns  of  any  size  or  importance;  but  on 
smaller  concerns,  those  infrequently  inquired  on,  and  new 
concerns,  this  is  not  true.  It  endeavors  to  revise  its  files  every 
six  months.  If  a  chattel  mortgage,  judgment,  etc.,  is  filed 
against  a  concern,  immediate  revision  is  made.  Information 
obtained  from  time  to  time  by  the  reporters  is  also  available. 

The  agency  places  the  responsibility  for  its  alleged  lack 
of  promptness,  to  some  extent,  at  the  door  of  the  credit  man. 
Time  is  necessary  to  achieve  the  greater  accuracy  which  he 
desires,  especially  where  the  information  must  be  procured 
from  widely  scattered  sources.  On  an  order  of  considerable 
size,  especially  on  a  first  order,  where  the  customer  is  un- 
known or  unsolicited,  the  credit  man  can  speed  the  service 
by  requesting  the  local  manager  to  obtain  a  check-up  by 
wire  or  by  phone  from  the  ofBce  at  the  point  where  the 
risk  is  located;  careful  attention  should  be  paid  to  name, 
business,  and  street  address  to  avoid  commercial  frauds. 
Moreover,  the  agency  claims  that  very  often  the  credit  man 
does  not  give  sufficient  information  definitely  and  promptly  to 
identify  the  name  under  inquiry.  More  care  in  preparing 
the  inquiry  blank,  it  maintains,  would  materially  facilitate 
the  work  and  speed  up  the  service. 
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Mechanical  Make-up  of  Reports 

The  credit  man  desires  a  report  which  gives  all  the  facts, 
yet  withal  is  clear,  concise,  and  logical  in  arrangement.  For 
years  he  has  desired  that  the  agency  "sharpen  up"  its 
reports  and  it  was  in  response  to  this  criticism  that  uniform 
paragraphing  was  finally  undertaken  in  1915,  instead  of  pre- 
senting a  more  or  less  solid  mass  of  reading  matter,  which, 
however,  followed  a  certain  sequence  of  topics.  The  agency 
has  always  stressed  the  fact  that  the  report  requires  study; 
it  cannot  merely  he  given  a  casual  glance  if  the  subject's 
credit  standing  is  to  be  ascertained.  Careful  analysis  is 
necessary  if  the  credit  man  is  to  reap  the  maximum  benefit, 
yet  too  few  credit  men,  in  the  agency  view,  really  know  how 
to  read  a  report.  To  insure  careful  study,  the  mechanical 
arrangement  should  not  be  made  too  easy;  the  credit  man 
should  not  overlook  any  part  of  the  report,  but  should  con- 
sider it  as  a  whole.  Considerable  effort  is  now  made  to 
present  the  facts  in  an  "arranged"  fashion. 

One  of  the  chief  present  objections,  aside  from  lack  at 
times  of  definite  specific  data,  is  to  illegibility  and  to  minor 
typographical  inaccuracies  found  in  the  financial  statement 
and  its  items,  in  the  case  of  reports  prepared  in  some  districts. 

Cooperation  of  Credit  Men  with  the  Agencies 

To  obtain  the  best  results — ^in  fact,  to  obtain  any  results 
at  all — cooperation  between  the  credit  man  and  the  agency 
is  essential.  The  credit  man  must  understand  the  agency 
and  its  methods  of  operation,  in  order  to  fix  a  reasonable 
standard  of  achievement  which  he  may  expect  from  it.  He 
must  realize  that  certain  phases  of  its  work  are  not  self-sus- 
taining. On  the  other  hand,  the  agency  must  have  the  credit 
man's  point  of  view,  in  order  to  meet  the  wishes  of  the  users 
of  its  service.  Close  contact  and  cooperation— by  personal 
interview  or  by  correspondence — between  the  agency  super- 
intendent or  manager  and  the  credit  man  yield  the  best  re- 
sults. The  credit  man  can  indicate  to  the  agency  his  point 
of  view  by  returning  reports  which  are  incomplete  as  to  trade 
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opinions  or  otherwise,  with  requests  for  further  information ; 
by  returning  inaccurate  reports  or  those  where  information 
does  not  coincide  with  ratings,  with  informatory  notations 
thereon ;  and  by  returning  those  unsatisfactory  for  any  reason, 
with  a  statement  of  their  defects.  The  agency  will  not  resent 
proper  return  of  such  reports,  but  will  meet  the  credit  man 
at  least  half  way.  The  same  is  true  if  he  "follows  up," 
by  a  printed  query  form  of  his  own,  addressed  to  the  manager, 
a  revision  slow  in  making  its  appearance. 

In  the  agency's  view,  the  credit  man  can  even  further 
cooperate.  Too  often,  it  believes,  the  credit  man  takes  a 
challenging  attitude  towards  it.  Such  an  attitude  is  unfair ; 
no  agency  covering  the  entire  country  can  possibly  know 
as  much  about  a  small  buyer  as  does  the  man  who  sells  him 
the  major  part  of  his  requirements.  Nor  does  such  an  atti- 
tude yield  the  best  results  to  him  or  to  his  fellow  credit  men. 
If  he  has  a  special  reason  for  making  an  inquiry,  and  it  is  not 
a  mere  revision,  he  should  indicate  the  point  about  which 
he  wishes  information,  so  that  the  investigation  may  be 
planned  accordingly.  On  a  new  account,  he  should  give  the 
data  and  "leads"  he  possesses,  such  as  previous  firm  style, 
antecedent  information,  and  references,  while  on  old  ac- 
counts he  should  furnish  his  own  experience.  This  would 
materially  speed  up  the  service.  The  agencies  provide  space 
on  their  inquiry  ticket  for  such  data,  but  too  often  it  is  left 
blank. 

To  supplement  such  material  from  the  inquirer,  the  credit 
man  when  making  a  return  should  see  that  it  is  complete  and 
gives  real  information,  instead  of  merely  containing  the  com- 
ment "satisfactory  account"  or  some  such  uninformative 
remark.  Rarely,  indeed,  does  he  deem  it  his  duty  to  give  the 
agency,  in  confidence,  up  to  date  unfavorable  information  as 
it  develops  (such  as  "slowing  up  in  payment,"  "filing  of 
suit"  or  "use  of  attorney"),  either  by  mail  or  by  oral  state- 
ment to  the  reporters  on  their  visits.  Yet  this  would  be  of 
maximum  value  to  the  agency  in  enabling  it  to  follow  up 
promptly  concerns  showing  a  material  drop  in  their  standing. 
The  efSciency  of  the  agency  is  predicated  upon  the  prompt 
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obtaining  of  significant  data  from  a  comprehensive  range  of 
sources,  hence  its  desire  for  this  information,  regularly,  from 
the  credit  man.  Suggestions  have  at  times  been  made  that 
obligation  to  furnish  such  data  be  included  in  the  subscrip- 
tion contract,  but  this  has  never  been  done  and  the  informa- 
tion is  given  to-day  only  in  very  rare  cases.  No  clear  definition 
of  the  scope  of  the  cooperation  has  ever  been  made,  so  that 
there  is  to-day  no  general  agreement  as  to  what  it  is  proper 
for  the  credit  man  to  give  and  the  agency  to  expect,  yet  such 
an  understanding  is  most  desirable. 

What,  in  view  of  these  observations,  should  be  our  judg- 
ment upon  the  general  agency?  Its  value  may  be  more 
clearly  realized  should  we  endeavor  to  picture  the  situation 
that  would  exist  if  its  service  were  suddenly  discontinued. 
"What  could  be  found  as  a  substitute  ?  The  agency  undoubt- 
edly is  able  to  assemble  a  mass  of  information  for  the  credit 
man,  and  is  probably  the  most  important  single  source  of 
information.  The  mercantile  credit  man  often  desires  that  it 
assemble  or  collect  the  entire  data  necessary  to  pass  judgment 
upon  the  risks,  which  he  will  then  proceed  to  analyze.  In 
actual  practice,  he  very  frequently  places  entire  reliance  upon 
the  report,  the  information  given  determining  whether  or  not 
an  account  should  be  continued  or  opened.  This  practice 
is  by  no  means  to  be  commended ;  it  relinquishes  the  deciding 
voice  to  an  outside  institution,  instead  of  considering  it 
merely  as  supplying  information  to  suggest  lines  of  investiga- 
tion and  to  corroborate  data  obtained  from  other  sources, 
as  in  the  case  of  the  bank  credit  man.  The  report  is  not 
complete  enough  to  enable  this.  Further  investigation,  at 
least  on  special  topics,  is  required. 

The  Special  Agency 

Special  agencies  are  of  many  kinds.  The  utter  lack  of 
standardization  makes  exact  classification  impossible,  but 
broadly  speaking  three  general  groups  may  be  distinguished. 
Some  concentrate  their  attention  entirely  upon  making  an 
immediate  personal  investigation  and  reporting  promptly  the 
results.    Others  operate  in  the  same  manner  as  do  the  gen- 


THE  MERCANTILE  AGENCY  153 

eral  agencies,  and  carry  on  practically  the  same  activities  as 
do  the  latter.  They  often  prepare  both  rating  books  and 
reports  embodying  the  results  of  their  investigation.  The 
Shoe  and  Leather  Mercantile  Agency  and  the  Graphic  Arts 
Board  of  Trade  may  be  cited  as  examples.  The  remainder  re- 
strict themselves  to  interchange  of  ledger  experience.  This  is 
particularly  true  of  those  formed  along  cooperative  lines  by 
trade  organizations.  The  third  group  will  be  discussed  in 
detail  in  Chapter  IX. 

Many  other  differences  exist,  besides  those  of  function.  In 
magnitude  the  special  agencies  vary  from  the  individual  who 
makes  investigations  at  a  specified  price  for  each  report,  to 
companies  organized  on  a  fairly  large  and  elaborate  scale,  with 
a  corps  of  assistants,  perhaps  attached  to  a  number  of  differ- 
ent ofiSces.  In  scope,  they  generally  limit  their  operations 
either  geographically  or  industrially.  The  managers  have 
usually  had  experience  as  members  of  the  staffs  of  the  older 
agencies  or  as  credit  managers  for  business  concerns,  and  have 
developed  the  work  along  lines  with  which  they  are  especially 
familiar.  Or  a  group  of  concerns  may  have  come  together  for 
mutual  protection  in  credit  matters.  Hence  some  agencies 
confine  themselves  entirely  to  one  industry  or  to  a  group  of 
related  trades,  others  to  a  limited  territory,  in  certain  cases 
a  single  city.  Finally,  some  agencies  are  organized  on  a 
strictly  commercial  basis,  such  as  the  Lyon  Furniture  Mer- 
cantile Agency  and  the  Iron  and  Steel  Board  of  Trade,  while 
others  are  more  or  less  cooperative  in  character  and  partake 
of  the  nature  of  specialized  trade  associations,  and  may  carry 
on  other  activities.  The  latter  have  officers  and  directors 
selected  from  among  leading  men  in  the  industry,  and  they 
are  financed  largely  by  means  of  dues,  supplemented  if  neces- 
sary by  additional  charges  for  services  rendered.  They  do 
not  merely  seU  their  services,  in  varying  quantities,  for  a 
specified  price  to  subscribers  who  have  no  share  in  the  control 
of  their  operations.  Among  such  mutual  organizations  are 
the  National  Jewelers  Board  of  Trade  and  the  Credit  Asso- 
ciation of  the  Building  Trades  of  New  York. 

Many  of  the  larger  special  agencies  publish  reference  or 
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l5— Means  believed,  very  UmT 

Hv-d.. 
i&-^titeibent  sljowa '  liabllt- 

Ues  heavy  In;  proporiion 

to  Uqtitd  value  ofaasetfi, 
iS-^Take  dlpoouiic  la  vlola- 

tlf^nof  termi. 
l9^Very  arbitrary  and  exact* 

Ing. 
20— Ma^e  compiftlAts,'  want 

allowances,  or   trouble- 
some. 
21^BuyB  smull,  visually  pays 

cash. 
22— claims  to  buy  always  for 

cash. 
23  -Sella  on  cobimlssion. 
24— Name  Jlsted  for-  convene 

Eence  only. 
23— Capital    rating    b  aa^e  d 

■olely  on  statement.. 


CAPITAL  RATINGS 

Eillnuted  Financial  Worth 


A  $1,000,000.  or  over 
B  -600,000  to|l;000,000 
C  300,000  to  600,«00 
D  200,000  to  300.000 
E  100,000  to  '  200,000 
F  ffinancial  responsibili- 
ty believed  high,  but 
cannot  estimate  defin- 
itely. 


G 

75,00Oto 

100,000 

H 

80,000  to 

76,000 

J 

40,000  to 

60,000 

K 

.80,000  to 

40,000 

L 

20,000  to 

30,000 

M 

16,000  to 

30,000 

N 

10,000  to 

16,000 

a 

XOOOto 

lO.OOO 

P  Firlancial  responsibili- 

ty  believed' moderate, 

but    cannot 

istiraate. 

definitely. 

Q 

6,000,to 

7,000 

R 

S.bOOto 

6,000 

S 

2;000tb 

»,000 

T 

1.000  to 

2.000 

U 

600  to 

1,000 

V 

100  to 

600 

W  Financial  responsibili- 

ty  believed  smtiU,  but 

cannot  estimate  defin- 

itely. 

Z  No  financial  basis  for. 

credit  reported 

PAY  RATINGS 

Baicd  oa  Mafottty  RcpoiU 


1 — Discount. 

a— Prompt, 

3    Fair  or  Satisfactory. 

4»-Pay8  some  prompt, 

slow  with  others. 
3— Slow. 

6— Exceedingly  slow. 

7— CO.  I>.  orC.  B.  D. 


8— Pay  rating  not  estab* 
lished,.  but  informa- 
tion fAvoriable; 

•  9r  m—Sex  la  biutneD. 

e— Sells  «n  Installment  plan. 

A— Indicates  InforiskUon-  of 
.unusual  Importance. 

Con— D6not.eB  continued 
-rating... 

8.  F.  D.— RuttQ  Free  Deliver} 
— P,  O.-Addieu. 

r  —  Sella  Aom  catalogne^ 

'  Tlie  omission  of  aratlnff  Is  not 
unfavorable,  but  indicates 
.tbatsufflclent  Information 
Is  not  at  hand  on  >rhlcb  to 
base  eating. 


NOTE 


No  system  of  ratlni 


em  of  ratings  can  acuompllsh  ALWAYS,  an  accnmte  niiderettiidlng.-  In  large  trans- 
i n  rV.i^^"  ?'.  ™  '.';*  "?'  •"'sfactorily  rated,  DETAILED  REPORTS  Bfiould  be  obtalDBd. 
d  «.„SSl.i!'''''""f'.°'l'''*??"^4"''"™>'''°d  by  special  reportelB.  correspondents,  the 

I  Agency  only,  in  order  that 


trade,  or. other  sources  of  luformatlon  deemed  reliable,  but  in  no  way 
?L?ISriHL.*°^'°'"'i'°'  *"  rating.  It  should  be  reported  to  the  AgenV 


correction  may  be  made. 


.hniJRi  .w»l?l,°.*i?°''J'RI?^°".'''.y'"J  ratines  are,  or  Eeference^  may  report,  spbscilbett 
S»H?nt  J;7^iff„°'*K°..''''''5?"'"J  '"  '¥  *-seacr  for  report.  AH  book  ratings  are  supposed  5 
reSeot  ooaaitlons  believed  to  exist  at  data  of  Issue,  but  conditions  are  constantly  chaiffini;  and 

S™?l'5?'nn',''HL™i"V'  "i"?," '"  '^»  ^^««";'  °".*"  Report  Sheet  andsjlcli  Kports;  SuWiibm 
should  not  depend  wholly  on  book  ratings  for  Important  credits.  »>'i'<"«'..  ouuiunoe™ 


Fig.  14.  Key  to 

rating  books,  just  as  do  the  general  agencies.  These  "Blue 
Books"  or  "Ked  Books,"  as  they  are  sometimes  designated, 
are  often  published  semi-annually,  but  in  some  cases  quar- 
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SPECIAL  RATINGS 

Credit  and  Collection  Items,  Business  Troubles  and  Trade  Warnings  and  Key 
Numbers  used  in  "Weekly  Credit  Report"  and  "Clearing  House  Service." 


31— Financial  statemebt  declined,  or  jtepeat- 
edly  reqaested  and  noi  received, 

32— First  order 

33— Settles  by  note. 

34— Usually  settle  with  notefr.  which  are  paid 
at  maturity 

35— Fay  notes,  but  slow  on  open  account 

36— Takes  extra  time  wlien  giving  note» 

37 — Hard  to  collect  from. 

3S— Would  now.  refuse  to  sell 

39— Check  protested. 

40— Note  protested. 

41— Settles  with  trade  acceptance^ 

42— Acceptance  unpaids 

43— Has  failed  to  answer  importaui  letters 

44— Turned  order  down 

45-'^eems  to  be  ordering  freely 

46— Draft  attached  to  B.  of  U 

47_win  not  accept  drafu. 

48— Pays  drafts. 

49— Dissolved. 

SO— Succeeded  by-' 

51— Sating  raised  to- 

52— Rating  lowered  to- 

53— Should  rate.'or  rating  changed  to- 

54— Rating  suspended. 

55— Given  bill  of  sale. 

5S— Reported  selling  out.  or  cioslnff  up 

57— Sold  out. 

SS— Sold  out  at  auction. 

59 — Damaged  by  water. 

60— Damaged  by  flood  or  storm 

61— Damaged  by  fire. 

62— Burned  out. 

63— Partially  insured. 

64— Fully  insured: 

65— Stock  not  insured. 

66—1^0  insurance. 

67_WI1I  continue. 

68— Deceased. 

69— Estate  contlnlies;' 

7(H  Claim  for  collection. 

71— Disputed  claim. 

72— Claim  settled  direct. 

73— Claim  collected, 

74— Claim  returned  as  uncollectible. 


75-Sued. 

76— Execution  Issued. 

77— Judgment  reported, 

78— Attached. 

79— Closed  by  Sheriff  or  Marshall* 

80— Sold  out  by  Sheriff  or  Marshall.* 

81— Chattel  mortgage. 

82— Chattel  mortgage  foreclosed. 

83— Given  deed  of  trust. 

84— Real  estate  mortgage. 

85— Real  estate  mcrrtgage  foreclosed,. 

86— Failed. 

87— Made  an  assignment. 

88— Petition  for  RecelveriBJed.'  •. 

89— Temporary  Recei'Wr  apt>ointedk 

90— Receiver  appointed, ' 

91— In  hands  of  receiver. 

d2— Voluntary  petition  In:  banjtruptcy. . 

93— Involuntary  petition  in-  bankruptcy. 

94— Bankruptcy  petition. 

95— Id  bankruptcy,  ^ 

96— Call  for  important  new.report. 

97— Late  report  at  0£Sce. 

98— Trustee  appointed. 

99— In  llqaldatibii^ 

100— First  dividend  paid.^  , 
-101— Second  dividend  paid.', 

102— Final  dividend  pald.i^ 

103— Asking  eactensios. 

104— Called  meeting  of  creditors. 

10&--Offering  to  compromise. 

106— Left  for  parta'unknown. 

107— Discontinued  or  out  of  biisihese^  - 

108^-ClBilms  should  be  given  tmmedHatci  at- 
tention. 

109— Settled  and  resumed. 

Ill— Removed  to- 

112  or  •— iJew  in  busIne^St 

113— Capital  «tock  Increased  to- 

114— K^me  changed  to- 

llS-i^annoi  report  definitely  as  yet. 

2ie-^Xe\r  statement  recently  received. 

|.l 7— Received  dischaise  In  bankruptcy. 

118— Discharge  io  bankruptcy  denied. 

119>nNot  listed,  bvisiness  foreign  to  Jlaes 
covered. 


u 


Lton  Eed  Book 

terly  and  in  others  annually.  They  contain  ratings  for  all 
concerns  in  the  trade  that  the  agency  covers.  In  many  cases, 
the  ratings  present  finer  shadings,  that  is,  more  thorough 
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classification  on  the  lower  capital  ratings,  than  do  those  of 
the  general  agencies.  Often,  too,  either  three  ratings  are  given 
— capital,  credit,  and  pay — or  else  the  credit  rating  is  not 
couched  in  general  terms,  to  show  merely  three  or  four 
grades,  but  it  is  a  combined  credit  and  pay  rating,  designed 
specifically  to  reflect  method  of  payment.  In  such  cases,  it 
shows  whether  or  not  the  subject  discounts  his  bills,  pays 
promptly  at  maturity,  or  is  slow  in  meeting  his  obligations. 
In  case  of  slowness,  perhaps  further  indications  may  be  given 
as  to  whether  it  is  occasional  or  chronic,  or  whether  drastic 
measures  are  required  to  collect.  The  exact  key  varies  with 
the  industry  in  question,  and  is  adapted  to  its  peculiar  re- 
quirements in  the  way  of  terms  of  sale  and  other  trade  prac- 
tices. The  pay  rating  likewise  covers  trade  abuses,  such  as 
habitual  complaint  without  cause,  or  deduction  of  unearned 
discounts;  and  it  is  apt  to  be  especially  comprehensive  if  a 
number  of  related  lines  are  included.  The  key  of  the  Lyon 
Bed  Booh  is  especially  instructive.      (See  Figure  14.) 

In  order  to  keep  the  rating  books  up  to  date,  these  agencies 
issue  supplementary  sheets  to  their  subscribers,  periodically — 
weekly  or  monthly — just  as  the  general  agencies  used  to  do. 
These  single  sheets  contain  changes  in  ratings,  as  well  as 
ratings  of  new  concerns. 

The  agencies  issue  also  special  reports  to  their  subscribers 
upon  request.  These  are  similar  in  general  scope  and  content 
to  those  of  the  general  agencies,  but  they  often  place  particu- 
lar emphasis  upon  trade  information  and  opinions.  Some 
indicate  the  sources  from  which  their  data  are  obtained.  This 
enables  the  credit  man  better  to  evaluate  the  information, 
since  he  knows  which  houses  are  liberal  and  which  are  con- 
servative ;  it  also  enables  him  to  make  further  direct  inquiry 
if  he  so  desires.  This  entails  a  heavy  responsibility  upon  the 
agency  to  select  its  subscribers  carefully.  Some  reports,  again, 
are  prepared  on  a  reciprocal  basis,  so  that  each  house  that 
contributes  information  receives  a  copy  of  the  complete  report. 

To  supplement  their  other  services,  some  agencies  send  a 
daily  or  weekly  bulletin  to  all  their  subscribers.  This  bulletin 
may  list  new  concerns  formed  and  changes  in  existing  con- 
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eerns,  as  well  as  unfavorable  developments,  such  as  fires,  dis- 
solutions, failures,  suspicious  transfers  of  property,  assign- 
ments, mortgages,  judgments,  and  business  complications. 
Those  agencies  which  maintain  departments  to  collect,  for  a 
fee,  doubtful  and  past  due  accounts  turned  over  to  them  by 
subscribers,  often  embody  the  results  of  their  collection  ac- 
tivities in  their  advices  to  their  general  subscribers.  Certain 
agencies  either  prepare  no  bulletin,  or  only  one  of  restricted 
scope,  and  instead  endeavor  to  keep  subscribers  or  members 
advised  immediately  of  unfavorable  developments  affecting 
names  in  which  they  are  known  to  be  interested.  Such 
service  helps  to  avoid  bad  debt  loss,  but  is  not  constructively 
useful  in  building  business. 

Some  Typical  Agencies 

In  order  to  afford  a  concrete  indication  of  the  nature  and 
work  of  the  special  agencies,  several  leading  bodies  are  char- 
acterized briefly.  It  should  be  understood  that  they  are 
selected  merely  as  typical  of  the  various  kinds  of  special 
agencies,  and  that  no  effort  has  been  made  to  prepare  a  com- 
plete list  of  representative  organizations. 

1.  Iron  and  Steel  Boa/rd  of  Trade.  Located  in  New  York,  with 
office  in  Chicago  and  representatives  in  Philadelphia  and  Cincin- 
nati. Covers  concerns  in  the  iron  and  steel,  metal  and  kindred 
trades.  Semiannual  rating  book.  Weekly  bulletin  showing  changes 
in  rating,  concerns  delinquent  in  payments,  etc.  Special  reports. 
Adjustment  and  collection  department,  devoting  much  attention  to 
preventing  bankruptcy  of  honestly  managed  but  temporarily  over- 
extended concerns. 

2.  National  Jewelers  Board  of  Trade.  One  of  its  constituent 
bodies  estabUshed  1873.  Located  in  New  York,  with  branches  in 
Chicago,  Providence,  San  Francisco,  and  Cincinnati;  national  in 
scope.  Covers  manufacturers,  wholesalers,  retailers,  and  repairers. 
Semiannual  rating  book.  Weekly  bulletin  giving  rating  changes, 
judgments,  etc.,  based  in  part  on  data  obtained  from  members' 
salesmen.  Special  reports.  Has  adjustment  committee,  arbitration 
committee,  and  good  and  welfare  committee  to  prosecute  abuses. 
Has  fighting  fund  to  prosecute  fraudulent  bankrupts. 

Manufaeturing  Jewelers  Board  of  Trade.  Established  1884.  Lo- 
cated in  Providence,  with  branches  in  New  York  and  Chicago;  na- 
tional in  scope.     Covers  wholesale  and  retail  jewelers,  wholesale 
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notion  houses,  department  stores,  premium  houses,  and  five  and  ten 
cent  stores.  Semiannual  rating  book.  Weekly  supplement  giving 
change  of  address,  rating,  etc.;  weekly  bulletin  of  business  embar- 
rassments. Special  reports.  Free  voluntary  ledger  interchange 
service.  Free  collection  by  draft  or  direct  demand.  Investigates 
important  failures. 

3.  Graphic  Arts  Board  of  Trade.  Established  nearly  fifteen 
years.  Located  in  New  York;  national  in  scope.  Covers  paper, 
printing,  publishing,  paper  box,  manufacturing  stationery,  book, 
and  allied  trades,  as  well  as  importing  and  exporting  concerns. 
Semiannual  rating  book,  with  quarterly  supplements  for  Greater 
New  York.  Weekly  bulletin  giving  failures,  bills  of  sale,  incor- 
porations, removals,  etc.     Special  reports.     Collection  department. 

Typo  Mercantile  Agency.  Established  about  1896.  Located  in 
New  York;  national  in  scope.  Covers  printing  and  allied  trades. 
Semiannual  rating  book.     Collection  department. 

4.  Lumbermen's  Credit  Association.  Established  1876.  Located 
in  Chicago,  branch  in  New  York;  national  in  scope.  Covers  whole- 
sale and  retail  dealers  in,  or  manufacturers  of,  lumber,  manufac- 
turing wood  workers,  such  as  furniture  factories,  and  all  other 
manufacturers  purchasing  lumber  (other  than  crating  stock)  in 
car  lots.  Semiannual  rating  book,  showing  net  worth  and  pay 
ratings,  supplemented  twice  a  week  by  notice  of  changes,  such  as 
receivership,  dissolution,  fire  loss,  lawsuit,  incorporation,  removal, 
etc.  Monthly  supplements.  Special  reports.  Collection  depart- 
ment. 

5.  Lyon  Furniture  Mercantile  Agency.  Established  1876. 
Headquarters  in  New  York  with  branches  in  Boston,  Philadelphia, 
Jamestown  (New  York),  High  Point  (North  Carolina),  Cincinnati, 
Chicago,  Grand  Eapids,  St.  Louis,  Los  Angeles  and  San  Francisco; 
national  in  scope.  Covers  furniture,  carpet  and  rug,  upholstery, 
bedding,  interior  decorating,  undertaking,  and  kindred  tra3es. 
Semiannual  rating  book.  Claims  as  subscribers  95  per  cent  of  all 
venders  selling  to  these  lines.  Weekly  credit  reporter  of  changes  in 
ratings,  new  concerns,  business  changes,  and  credit  and  coUeetion 
items.  Weekly  published  trade  clearance.  Special  reports.  Col- 
lection department. 

6.  Shoe  and  Leather  Mercantile  Agency.  Established  1879. 
Headquarters  in  Boston,  with  offices  in  New  York,  Philadelphia, 
and  Chicago;  national  in  scope.  Semiannual  general  rating  book, 
covering  tanners,  leather  and  shoe  manufacturers,  wholesale  and 
retail  dealers  in  boots  and  shoes,  department  and  general  stores. 
Semiannual  leather  trades  rating  book,  covering  leather  manufac- 
turers, wholesale  and  commission  dealers  in  leather  and  findings, 
and  manufacturers  and  wholesale  dealers  in  boots  and  shoes,  issued 
the  other  two  quarters.    Semiweekly  bulletin  of  suspensions,  assign- 
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ments,  bankruptcies,  suits,  chattel  mortgages,  judgments,  etc.,  in- 
cluding tracer  department  for  gathering  trade  information,  with 
free  reciprocal  feature.     Special  reports.     Collection  department. 

7.  Woods  Dry  Goods  Commercial  Agency.  Established  about 
1862.  Located  in  New  York.  Covers  cutting  up  trade,  jobbers, 
and  larger  department  stores.  Special  reports,  the  major  portion 
of  which  is  devoted  to  trade  checkings,  but  which  are  noted  for  the 
large  percentage  of  financial  statements  contained  therein. 

8.  National  Credit  Office.  Established  1900.  Located  in  New 
York,  with  offices  also  in  Boston,  Cleveland,  and  Chicago.  Operates 
several  mercantile  agencies  in  addition  to  the  suggested  line  of 
credit  service  noted  in  Chapter  IX.  No  rating  books,  only  special 
reports.     Divisions  are  as  follows: 

Banh  service:  Open  market  commercial  paper  names,  finance  com- 
panies, textile  mills  with  net  worth  exceeding  $200,000.  Thor- 
ough reports,  with  classification  of  commercial  paper  as  Prime 
Purchase,  Desirable,  Satisfactory,  Pair,  or  Not  Eecommended. 

Textile:  Manufacturers  of  clothing,  women's  apparel,  underwear 
(except  small  knitting  mills),  shirts,  overalls,  jobbers  of  dry 
goods,  knit  goods;  textile  retailers  buying  from  commission 
houses. 

Bubber:  Tire  manufacturers  and  all  concerns  using  crude  rubber 
as  a  raw  material. 

Leather:  Shoe  manufacturers. 

Automotive:  Manufacturers  of  automobiles,  trucks,  tractors, 
motorcycles,  accessories  and  kindred  lines. 

Badio:  Manufacturers  and  jobbers  of  radio  equipment. 

Airplane:  Manufacturers  of  airplanes  and  airplane  parts. 

Foreign:  Buyers  of  American  made  textiles  located  in  Latin 
America  and  the  West  Indies. 

9.  Packer  Produce  Mercantile  Agency,  Main  offices  in  New 
York,  Chicago,  Kansas  City,  Cincinnati,  and  Los  Angeles,  with 
subsidiary  offices  in  twelve  other  cities.  Covers  growers,  shippers, 
receivers,  commission  merchants,  brokers,  and  distributers  of  fresh 
fruit,  vegetables,  and  produce,  as  well  as  cold  storage  houses  and 
package  and  supply  manufacturers  in  every  growing  and  shipping 
district  of  the  United  States,  Canada,  Mexico,  West  Indies,  and 
some  other  countries.    Publishes  Packer  Produce  Bed  Book. 

10.  Alfred  M.  Best  Company.  Established  1899.  Located  in 
New  York,  with  branches  in  Chicago  and  Cleveland;  national  in 
scope.  Publishes  annual  volumes  of  reports  showing  financial  con- 
dition and  transactions,  history  and  reputation  of  insurance  insti- 
tutions of  all  classes  operating  in  the  United  States  and  Canada,  as 
well  as  an  annual  rating  book  covering  insurance  institutions  of  all 
classes  except  life.  Eatings  show  financial  responsibility,  loss-pay- 
ing record  and  efficiency  of  management,  together  with  statistical 
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exhibit  covering  five  or  more  years.  Also  publishes  Besfs  Insurance 
News  monthly,  in  three  editions.  Makes  confidential  reports  on 
insurance  institutions,  and  advises  generally  on  aU  insurance  ques- 
tions. 

11.  Bishop's  Service.  Located  in  New  Tork,  with  branches  in 
Boston  and  Chicago,  and  affiliation  in  Philadelphia.  Special  re- 
ports on  individuals  and  concerns  engaged  in  all  classes  of  business 
where  special  information  is  required,  and  based  on  the  fact  that 
the  moral  responsibility  is  equally  as  important  as  the  financial. 
Also  investigates  securities  of  all  kinds. 

Proudfoot's  Commercial  Agency.  Established  over  twenty  years. 
Located  in  New  York;  national  in  scope.  Special  reports  on  indi- 
viduals and  concerns,  especially  those  engaged  in  financial,  broker- 
age, or  promotion  activities.     Also  investigates  doubtful  securities. 

12.  New  York  Credit  Exchange.  Incorporated  1914.  Telephone 
reports  on  individuals,  firms,  or  corporations  in  Greater  New  York, 
with  particular  reference  to  banking  connections  and  trade  "leads." 
It  is  stated  that  60  per  cent  of  the  inquiries  are  answered  within 
one  hour,  and  95  per  cent  the  same  day.  Specialized  service  for 
lawyers.     Also  special  investigations  covering  subjects  anywhere. 

13.  Daily  Credit  Bulletin.  Established  1913.  Located  in  New 
York;  local  in  scope.  Daily  bulletin.  Litigation  reports,  showing 
all  suits  and  judgments  according  to  file  of  publishers  since  1913. 
Special  service  for  banks  and  trust  companies,  giving  notification 
of  immediate  Ailing  of  bankruptcy  petitions  or  assignments. 

Service  of  the  Special  Agency 

The  pragmatic  test  of  use — in  fact,  rapidly  increasing  use- 
shows  conclusively  that  the  special  agency  has  a  distinct 
place  in  American  business  and  credit  life.  The  increasing 
number  of  agencies  of  this  character  and  their  widening  scope, 
result  from  no  mere  chance.  An  inquiry  into  and  an  analysis 
of  the  services  which  the  special  agency  renders,  both  to  busi- 
ness concerns  and  to  banks,  indicate  at  once  its  true  scope 
and  limitations,  and  afford  a  better  understanding  of  its 
specific  field  of  use.  Such  an  inquiry  shows  that  while  the 
two  classes  of  agencies  regard  themselves  as  competitors,  to 
the  credit  man  they  are  often,  instead,  complementary  in 
their  work. 

The  general  advantages  claimed  for  the  well-conducted 
special  agency  as  contrasted  with  the  general  agency  arise 
from  its  specialization.    By  confining  its  activities,  it  obtains 
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more  intimate  contact  with  affairs  in  its  line  or  territory. 
This  gives  it  a  better  knowledge  of  the  problems  of  the  in- 
dustry— the  houses,  the  best  sources  of  data,  the  manner  of 
doing  business,  and  economic  conditions  in  the  line.  Hence 
it  gets  closer  information,  despite  the  claim  often  made  that 
the  prestige  of  the  general  agency  and  its  wider  contact  with 
general  business  conditions  make  available  to  it  data  inac- 
cessible to  the  special  agency.  Some  of  the  large  special 
agencies  have  become  powerful  factors  in  their  industries. 
Less  elaborately  organized,  the  special  agency  can  make  im- 
mediate investigation  when  desired,  and  obtain  readily  special 
data  from  a  variety  of  sources,  both  bank  and  trade,  regarding 
newly  created  conditions.  The  ledger  experiences  it  obtains 
— and  many  agencies  stress  such  data — ^it  can  supplement 
by  a  record  of  collection  items  placed,  and  complaints  regis- 
tered, with  it  against  a  concern,  so  that  it  ascertains  imme- 
diately when  a  slowing  up  in  payment  occurs  and  can  follow 
the  matter  through. 

But  the  verdict  is  by  no  means  entirely  on  the  side  of  the 
special  agency.  Without  a  doubt  it  is  very  valuable  for  the 
close  information  it  obtains,  and  the  speed  with  which  it 
gets  this  information.  But  the  very  fact  of  restricted  scope 
places  a  limit  upon  the  usefulness  of  the  data  it  is  prepared 
to  furnish.  Its  ledger  experiences  are  often  inadequate  as  far 
as  variety  is  concerned.  It  frequently  fails  to  cover  other 
leading  markets  in  which  the  subject  buys,  and  sellers  in 
other  lines  of  business.  Furthermore,  the  smaller  agencies 
often  lack  sufficiently  extensive  equipment  to  compile  all  the 
essential  facts,  and  they  cannot  always  cheek  or  verify  the 
information  they  supply. 

In  short,  for  obtaining  information  in  a  limited  field  (with 
full  realization  that  the  field  is  limited,  and  just  how  it  is 
limited)  the  special  agency  is  extremely  useful.  But  there 
are  many  names  which  it  is  obviously  unable  to  cover,  par- 
ticularly in  the  more  remote  sections,  and  it  sometimes  gives 
an  incomplete  picture  of  conditions.  And,  to  insert  a  word 
of  caution,  if  the  special  agencies  continue  to  increase  at  the 
rate  they  have  recently,  much  duplication  of  effort  is  in- 
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evitable.^^  Duplication  of  effort  weakens  the  general  credit 
reporting  system.  It  may  result  in  sellers  withholding  in- 
formation so  as  to  lighten  their  burden.  A  happy  medium 
exists  between  extreme  decentralization,  represented  by  the 
smaller  organizations,  and,  on  the  other  hand,  concentration 
so  extreme  as  to  be  positively  unwieldy. 
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CHAPTER  VIII 

THE  TRADE 

Much  credit  information  of  great  value  can  be  obtained 
from  the  trade.  It  relates  to  two  principal  matters.  Ledger 
experience  shows  the  manner  in  which  a  concern  meets  its 
obligations  to  its  creditors,  and  in  some  degree  the  extent 
of  those  obligations.  Mercantile  credit  men  are  especially  in- 
terested in  such  information.  But  bank  credit  men  on  the 
whole  are  less  closely  acquainted  with  the  situation  in  each  in- 
dividual line  of  business.  Hence  they  also  desire  to  learn  of 
the  ability  of  the  management,  of  the  financial  responsibility 
of  the  concern,  and  of  the  conditions  prevailing  in  the  indus- 
try in  question.  Therefore,  in  order  to  supplement  the  ledger 
record  they  endeavor  to  develop  a  smaller  number  of  close 
contacts  with  those  thoroughly  conversant  with  the  industry 
and  the  concern. 

It  is  in  this  interchange  of  information,  too,  that  credit 
cooperation  reaches  its  highest  development.  Credit  men 
realize  that  they  do  not  stand  alone,  and  that  no  system  of 
credits  can  function  efflciently  without  the  wholehearted  par- 
ticipation of  each  individual  dispenser  of  credit.  They  under- 
stand that  mutual  confidence  and  mutual  aid,  for  common 
benefit,  is  of  inestimable  value  to  each  credit  grantor.  The 
principle  of  credit  cooperation  has  been  accorded  increasing 
recognition  with  the  passage  of  the  years,  although  much  still 
remains  to  be  done.  Even  to-day,  either  through  indifference 
or  ignorance,  the  importance  of  such  cooperation  is  minimized 
by  many  concerns.  This  may  reflect  lack  of  confidence  born 
of  too  active  competition,  or  lack  of  knowledge  of  the  under- 
lying principles;  or,  further,  a  lack  of  appreciation  of  the 
tremendous  benefits  to  be  derived  from  full  cooperative  ac- 
tivity. These  breaches  and  shortcomings  will  be  indicated 
fully  in  the  course  of  this  chapter. 
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Ledger  Experience 

The  mercantile  agency  attempts  to  gather  for  the  credit 
man  facts  from  a  great  variety  of  sources.  Primarily,  it  is 
concerned  -with  establishing  ability  to  pay,  as  shown  by  the 
financial  and  business  risk,  and  willingness  to  pay,  as  shown 
by  the  moral  risk.  A  check  upon  both  factors — ^in  particular, 
upon  willingness  to  pay — is  afforded  by  the  actual  record 
showing  how  bills  have  been  paid.  This  check  is  more  signifi- 
cant than  the  concern's  record  at  its  banks,  for  most  houses, 
unless  they  are  in  a  desperate  condition,  endeavor  to  keep  up 
appearances  with  their  banks.^  In  addition,  such  a  check 
gives  an  indication  of  the  extent  and  direction  of  the  cus- 
tomer's purchasing  activity,  and  his  other  current  obligations 
for  merchandise.  In  short,  it  shows  whether  a  man  is  prompt 
or  slow  in  his  payments;  whether  he  shows  a  disposition  to 
overbuy  or  be  prudent;  whether  he  buys  in  logical  markets 
from  logical  sources  of  supply  reasonable  in  number ;  whether 
his  general  methods  indicate  that  he  has  a  fair  understanding 
of  good  business  methods ;  or,  on  the  other  hand,  whether  he 
shows  a  tendency  to  sharp  practice  and  is  an  unsatisfactory 
and  troublesome  customer.  Such  ledger  experience  has  been 
accorded  increasing  recognition  by  credit  men  in  recent  years 
and  is  often  regarded  as  the  most  valuable  single  type  of 
information.  It  gives  an  exact  basis  of  fact,  instead  of  mere 
opinion.  And,  in  its  division  of  customers  into  several  groups, 
according  to  whether  they  discount  their  bills,  pay  them 
promptly  at  maturity,  or  allow  them  to  become  overdue,  it 
presents  a  concrete  indication  of  the  credit  standing  of  these 
customers.  Many  customers,  it  is  true,  vary  their  payment 
practice  with  their  several  creditors,  while  others  vary  it 
from  season  to  season;  but  some  can  readily  be  classified  as 
either  desirable  or  absolutely  unworthy  of  credit,  while  closer 
analysis  may  disclose  interesting  and  valuable  information 
about  others. 

But  it  must  be  remembered  that  ledger  experience  is  but 

1  But  cases  have  been  known  where  trade  reports  of  prompt  pay 
merely  applied  to  a  number  of  small  bills,  and  the  banks  in  fact  were 
carrying  the  account  for  large  amounts. 
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one  class  of  credit  mformation.  It  needs  to  be  supplemented 
by  other  sources.  Used  alone,  it  may  easily  be  misleading. 
Bills  may  be  discounted  by  an  unscrupulous  customer  merely 
in  order  to  establish  good  credit  standing.  Antecedents  may 
reveal  a  tendency  towards  questionable  practices  which  might 
be  repeated,  despite  a  good  intervening  record.  On  the  other 
hand,  a  customer  may  be  slow,  yet  good.  If  such  slowness 
is  due  to  carelessness  or  ignorance,  the  credit  man  may  work 
with  the  account,  and  try  by  a  process  of  education  to  im- 
prove the  payment  record.  In  the  meantime,  much  profitable 
business  may  be  done  with  the  account.  Finally,  if  the  credit 
man  places  too  much  reliance  upon  the  experience  of  other 
houses,  he  may  unconsciously  be  allowing  these  houses  to  pass 
on  his  credits,  and  they  may  be  following  a  more  liberal 
policy  than  his  concern  should  adopt. 

Obtaining  References 

One  of  the  common  practices  of  all  trades  is  to  ask  a 
person  for  his  references  when  he  is  making  his  first  purchase. 
It  is  proper  to  consult  these  references,  but  the  credit  man 
must  not  stop  there.  The  list  is  likely  to  be  limited  and, 
much  more  important,  composed  only  of  those  houses  with 
which  the  applicant  stands  well.  In  fact,  in  cases  of  fraudu- 
lent failure,  the  merchant  often  cultivates  assiduously  his 
credit  standing  with  selected  houses  in  order  to  use  them  as 
references.  More  satisfactory  is  the  common  practice  of  hav- 
ing the  traveling  salesman  or  traveling  credit  representative 
furnish  a  supplementary  list. 

In  addition,  the  credit  man  will  have  other  names  suggested 
to  him  by  the  nature  of  the  applicant's  business.  A  dry 
goods  name  would  be  likely  to  deal  with  some  well  known 
houses  handling  notions,  gloves,  hosiery,  and  underwear;  a 
grocery  name  with  houses  handling  sugar,  baking  powder, 
breakfast  cereals,  teas,  and  coffee.  But  care  must  be  taken 
in  drawing  up  such  a  list  to  avoid  undue  waste  of  effort. 
Unfortunately,  the  business  concern  is  not  so  well  situated 
in  obtaining  a  complete  and  impartial  list  as  is  the  bank. 
The  latter  views  the  canceled  checks  or  so-called  vouchers 
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of  its  customer,  about  the  twenty-fifth  of  the  month,  and 
readily  discovers  therefrom  the  names  and  locations  of  con- 
cerns selling  to  him  to  which  he  must  make  payment,  being 
careful,  however,  to  eliminate  all  affiliated  concerns,  as  well  as 
those  to  whom  small  incidental  payments  have  been  made. 
In  going  over  canceled  checks,  too,  banks  ascertain  from  the 
indorsements  the  names  of  the  banks  in  which  the  trade 
creditors  deposit. 

In  approaching  large  distributors,  caution  should  be  exer- 
cised. They  are  valuable  as  a  starting  point  and  their  credit 
men  are  regarded  as  excellent  judges  of  credit,  being  in  close 
contact  with  the  affairs  of  their  customers  and  conditions  in 
the  industry.  Their  payment  experience,  however,  is  likely 
to  be  better  than  that  of  the  small  seller  whose  credit  standard 
is  lower  and  who  is  not  in  a  good  position  to  enforce  such 
payment. 

To  go  beyond  mere  ledger  data,  banks  in  particular  also 
call  upon  a  concern's  competitors  in  order  to  ascertain  its 
general  standing  among  them  and  also  determine  what  its 
prospects  may  be.  Due  allowance  must  be  made  in  inter- 
preting these  opinions.  Much  less  often  do  they  approach 
customers  of  the  house.  "To  take  the  name  through  the 
market,"  as  expressed  in  New  York  credit  circles,  means 
merely  to  call  upon  the  various  available  sources  of  supply 
for  information  as  to  whether  they  accepted  or  rejected  the 
risk. 

Methods  of  Direct  InterchaBge 

In  order  to  obtain  ledger  information  and  other  data, 
creditors  may  apply  directly  to  each  other.  Possessing  certain 
advantages,  however,  is  the  practice  of  indirect  exchange  of 
information  among  them,  by  means  of  an  intermediary  or- 
ganization. The  operations  and  problems  of  such  interchange 
bureaus  are  described  in  the  following  chapter.  Direct  inter- 
change may  be  purely  oral,  or  it  may  be  written.  The  credit 
man  himself  may  obtain  the  data,  or  an  assistant  may  do 
this.  The  several  methods  may  be  stated  in  outline  fashion, 
as  follows : 
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Oral: 

In  person  or  by  telephone 
At  trade  group  meeting 
By  investigator 

By  traveling  credit  representative 
Written 
By  form  inquiry 
By  special  letter 

Bach  of  these  methods  will  be  discussed  in  turn. 

Simplest,  but  perhaps  least  satisfactory,  is  personal  con- 
tact between  the  inquirer  and  credit  men  of  other  concerns 
known  to  have  had  experience  with  the  name.  It  enables 
complete  and  confidential  interchange  of  data,  but  it  is  time 
consuming,  both  to  inquirer  and  concern  inquired  of.  The 
multiplicity  of  inquiries  renders  its  use  out  of  the  question 
except  for  exceptional  cases.  Only  when  a  risk  presents 
extraordinary  features,  should  the  credit  man  himself  visit 
the  other  creditors.  Accordingly,  it  should  be  used  merely 
to  supplement  the  other  methods  of  direct  interchange  de- 
scribed later.  Telephone  communication  likewise  has  its 
limitations.  What  it  gains  in  speed,  it  loses  in  thoroughness 
and  confidential  quality  of  the  data  furnished.  The  identity 
of  the  inquirer  can  only  be  ascertained  by  calling  him  back 
later,  while  the  telephone  makes  an  arbitrary  demand  upon 
the  time  of  the  one  furnishing  the  information.  Banks,  in 
particular,  object  to  giving  out  information  in  this  manner. 
It,  too,  is  properly  an  adjunct  to  other  methods,  though  its 
use  is  increasing. 

Trade  Groups 

Creditors  located  in  a  single  center  and  selling  to  the  same 
line  of  trade  often  come  together  periodically  to  exchange 
information.  Such  trade  groups  often  meet  under  the  aus- 
pices of  their  trade  association  or  of  the  local  association  of 
credit  men.  The  meetings  are  held  at  regular  intervals: 
usually  weekly,  twice  a  month,  or  monthly.  Often  dinner 
or  luncheon  precedes  the  meeting,  and  a  short  talk  is  given 
on  a  leading  credit  topic.  The  number  of  groups,  each  repre- 
senting a  particular  industry  or  related  group  of  industries. 
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varies  with  the  size  of  the  center  in  question ;  one  association 
has  twenty-five,  while  at  the  other  extreme  stand  those  which 
cannot  have  strictly  trade  groups,  and  instead  have  a  general 
gathering  of  local  merchants.  The  National  Association  of 
Credit  Men  established  a  Trade  Division  in  1926,  coordinated 
with  its  interchange  work.  The  Association  serves  local  trade 
groups  through  a  combination  of  interchange  and  group  meet- 
ings, while  district  and  national  groups  are  furnished  with 
periodical  consolidations  of  ledgers  in  place  of  periodical 
group  meetings.  In  addition,  an  important  feature  is  that 
trade  abuses  and  unfair  practices  peculiar  to  each  industry 
are  considered. 

Procedure  in  exchanging  information  differs  somewhat.  In 
general,  first  orders,  slow  pay  customers,  and  accounts  which 
show  unusual  developments  are  discussed.  To  make  the  work 
more  effective,  each  participant  submits  to  the  chairman  a  list 
of  names  on  which  he  desires  information,  together  with  rea- 
sons for  the  inquiries.  Large  trade  divisions,  it  may  be 
noted,  limit  the  number  which  any  one  member  may  bring 
up.  As  each  name  is  called,  those  who  have  had  experience 
relate  it  for  the  benefit  of  the  other  members.  In  some  asso- 
ciations, however,  members  report  by  the  code  number  of 
their  house  on  sheets  which  are  circulated  at,  or  preferably 
previous  to,  the  meeting,  and  experiences  are  then  read  by 
the  chairman  on  all  names  in  which  two  or  more  houses 
are  interested.  In  either  case,  opportunity  is  given  for  full 
and  frank  discussion  of  the  risk,  so  that  confidential  facts  as 
well  as  the  ledger  data  may  be  disclosed.^  A  debtor  who  is 
overbuying  or  far  behind  in  his  payments  may  be  invited  to 
attend  the  meeting.  General  consensus  of  opinion  may  be 
arrived  at,  where  desirable,  with  respect  to  the  treatment  to 
be  accorded  a  given  account.  Plans,  e.g.,  are  discussed  for 
assisting  a  debtor  to  meet  his  financial  problems,  and  the 
adjustment  bureau  may  be  called  on.  Attention  may  be  given 
to  trade  abuses  and  failures  bearing  the  earmarks  of  fraud, 
as  well  as  standardization  of  credit  practices. 

2  And  the  credit  man  ascertains  sources  of  information,  from  the 
code  numbers  or  at  the  "meeting,  which  he  can  consult  directly. 
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The  Association  states  that  trade  groups,  supplementing 
interchange,  the  basic  service,  are  the  medium  for: 

1.  Standardization  of  credit  practices 

2.  Regulation  of  trade  abuses,  the  most  common  of  which  are 

(a)  Pilfering  of  unearned  discounts 

(b)  Unjust  claims 

(c)  Unwarranted  cancellations 

(d)  Refused  shipments 

(e)  Chronic  abuse  of  terms 

3.  Concentration  of  claims 

(a)  For  collection 

(&)  For  investigation  in  suspicious  cases 

(c)  For  equitable  and  economic   administration  in  cases  of 
embarrassed  and  insolvent  debtors 

(d)  For  prosecution  in  fraudulent  cases 

4.  Promotion  of  educational  and  research  work 

5.  Such  other  objectives  as  required  to  meet  the  peculiar  and  par- 
ticular credit  problems  of  an  industry 

The  New  York  Credit  Men's  Association,  through  its  Trade 
Group  Department,  provides  a  variety  of  services  for  its 
twenty-five  groups,  varied  according  to  the  desires  of  each, 
developed  upon  personal  contact  and  mutual  discussion  be- 
tween members,  both  in  the  meeting  and  outside.  The 
services,  which  are  self-sustaining,  may  be  summarized  as 
follows : 

1.  Clearance.  Monthly  clearance  of  the  group,  as  well  as  of 
others  through  the  national  interchange  system  (see  Chapter  IX)  on 
names  submitted  by  each  member,  with  discussion  of  results  of  the 
clearance  at  the  meeting. 

2.  Delinquent  account  list.  Monthly  preparation  and  discussion 
of  lists  of  overdue  accounts,  showing  amounts  owing,  month  when 
sold,  amount  sixty  days  past  due. 

3.  Refused  credit  list.  Monthly  preparation  and  discussion  of 
lists  of  checks  returned  (showing  amount),  orders  refused,  and  ac- 
counts placed  for  collection. 

4.  "Bed  fier"  or  "flash."  Members  are  informed  to  communi- 
cate, if  they  are  interested  in,  or  have  an  order  from,  a  certain  name, 
with  the  member  whose  code  number  is  shown,  who  possesses  ad- 
verse information. 

5.  Moral  suasion,  as  preliminary  to  collection.  At  a  member's 
request,  three  successive  form  letters  are  sent  to  a  delinquent  debtor 
by  the  group's  secretary  and  on  the  group's  stationery,  which  car- 
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ries  a  list  of  the  members,  after  which,  if  unpaid,  the  account  is 
filed  with  the  collection  department. 

In  addition,  at  the  request  of  a  member,  a  financial  statement 
may  be  obtained  from  a  specific  account.  But  no  regulation 
of  credit  by  force,  such  as  by  discontinuing  credit,  is  per- 
mitted. 

Similar  to  the  trade  group  is  what  may  be  called  the  in- 
formal luncheon  meeting.  Credit  men  of  a  certain  trade  cus- 
tomarily lunch  at  a  certain  place,  and  the  individual  credit 
man  takes  the  opportunity  thereby  afforded  of  discussing  his 
credit  problems  and  risks  with  his  fellow  workers.  An  in- 
creasing tendency  toward  such  luncheon  gatherings  exists  in 
large  centers.  No  formal  organization  or  procedure  is  ob- 
served, but  individuals  come  and  go  as  they  see  fit. 

Certain  problems  exist  with  respect  to  trade  groups.  The 
meetings  have  been  the  means  of  stimulating  interest  in  the 
local  association  by  bringing  into  closer  contact  those  houses 
having  common  interests  in  restricted  fields.  As  such,  they 
have  been  extremely  useful.  On  the  other  hand,  unless  care 
is  taken,  they  may  "prove  detrimental  to  the  interchange  bu- 
reaus described  in  the  following  chapter.  The  credit  man 
may  tend  to  ignore  the  fact  that  the  group  experience  covers 
only  his  own  market,  when,  rightly  operated,  disclosures  at 
a  meeting  would  cause  him  at  once  to  obtain  a  national  clear- 
ance through  the  bureau.  In  order  to  avoid  this  difficulty,  it 
has  been  proposed  that  group  interchange  be  restricted  to 
difficult  accounts,  first  orders  as  weU  as  revisions  being  ex- 
cluded. Not  only  would  this  eliminate  cases  of  a  routine  na- 
ture, but,  by  reducing  the  number  of  names  considered,  it 
would  make  for  more  helpful,  because  more  intensive,  discus- 
sion of  important  subjects. 

The  Credit  Investigator 

Banks  of  substantial  size,  and  large  business  houses  in  lead- 
ing centers,  employ  one  or  more  credit  investigators  who 
visit  other  banks,  business  concerns,  and  commercial  paper 
dealers,  in  order  to  obtain  information.  This  is  especially 
true  of  the  textile  commission  houses  in  New  York.     For 
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smaller  concerns,  tlie  banks  or  the  mercantile  agencies  serve 
in  a  similar  capacity,  and,  in  effect,  conduct  the  investigation 
on  behalf  of  the  house  which  desires  the  information.  "While 
some  busiaess  houses  make  extensive  use  of  investigators, 
others  do  not  investigate  in  case  of  mere  file  revision,  but 
send  a  man  out  only  with  new  orders  and  in  special  eases 
where  a  higher  credit  is  requested,  where  the  account  has 
become  slow,  or  where  unfavorable  information  is  received 
from  other  sources. 

The  methods  employed  by  investigators  vary  considerably. 
The  procedure  followed  in  conducting  the  investigation  is 
determined  either  by  the  credit  manager  or  by  the  investigator 
himself.  Some  banks  specialize  their  investigators.  This  is 
done  in  order  that  the  individual  may  acquire  both  a  better 
knowledge  of  the  trade  and  closer  sources  of  information, 
if  he  confines  his  attention  to  a  single  industry  or  group  of 
related  industries.  Other  banks,  however,  maintain  that  the 
investigator  is  apt  to  get  "stale"  if  too  highly  specialized. 
The  investigator  goes  over  his  list  with  the  credit  manager 
or  assistant  who  gives  out  information  at  each  house  visited. 
Too  long  a  list,  while  it  reduces  the  number  of  calls,  defeats 
its  own  purpose.  The  credit  manager  regards  it  as  an  imposi- 
tion, and  either  correspondingly  reduces  the  data  given  to 
mere  ledger  information,  without  comment  on  management 
or  trade  outlook,  or  gives  approximate  information  rather 
than  specific  facts  taken  from  the  ledger  or  cards.  Some 
investigators,  however,  take  out  merely  one  or  two  names  at 
a  time,  and  do  not  commence  other  investigations  until  these 
are  entirely  completed. 

To  function  effectively,  the  credit  investigator  must  be  well 
trained.  Some  banks  have  regular  training  courses,  having 
graded  positions  which  the  future  investigators  fill  before 
being  sent  out.  They  draw  their  staff  chiefly  from  young  men 
who  started  with  the  bank  in  minor  positions,  recent  college 
graduates,  young  men  with  previous  business  experience,  and 
trained  investigators.  The  training  varies  with  the  experi- 
ence, but  is  often  completed  by  work  on  statement  analysis. 
Some  banks  prefer  to  train  their  investigators  themselves, 
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holding  that  those  trained  elsewhere  find  it  hard  to  have  full 
sympathy  with  the  individual  bank's  methods. 

Not  only  does  the  value  of  the  information  gathered  by 
the  investigator  depend  upon  his  equipment,  but  also  largely 
upon  his  personality.  He  must  have  a  good  appearance  and 
pleasing  personality.  He  must  meet  important  officials  and 
credit  men,  and  must  cultivate  authorities  from  whom  he  can 
draw  information.  In  addition,  he  must  be  both  shrewd  and 
tactful  and  possess  both  poise  and  patience.  At  first  he  is 
received  as  a  representative  of  his  bank  or  concern,  but  upon 
subsequent  visits  comes  to  be  treated  largely  on  his  own 
merits.  It  is  at  this  time  that  equipment  especially  tells.  If 
he  is  to  obtain  worthwhile  information,  it  is  essential  that  he 
have  a  thorough  understanding  of  credit  work. 

The  conduct  of  the  investigation  is  materially  facilitated 
when  the  investigator  knows  the  purpose  of  the  inquiry: 
whether  it  is  a  new  account,  a  periodic  file  revision  on  an  old 
account,  an  old  account  on  which  unfavorable  rumors  are 
circulating,  or  one  which  desires  increased  credit  on  more 
liberal  terms.  This  determines  both  the  scope  and  nature  of 
the  investigation,  and  gives  him  confidence  in  his  interviews. 
He  then  knows  what  he  is  after  and  how  to  get  it.  The  ideal 
object  is  to  obtain  authoritative,  honest  information,  given 
in  a  friendly  and  confidential  spirit.  To  obtain  this,  the 
investigator  should  avoid  minor  details  and  should  not  ask 
numerous  useless  questions.  If  he  gives  the  impression  that 
a  routine  set  of  questions  is  presented,  with  no  effort  to  get 
at  essentials,  the  interview  will  yield  little  of  value.  Hence 
the  experienced  investigator  largely  follows  his  own  initiative 
in  presenting  queries,  and  employs  no  set  order  of  topics. 
Moreover,  the  investigator  should  be  quick  to  interpret  data 
and  grasp  the  significance  of  statements  made  in  the  course 
of  the  interview,  so  as  to  avoid  unnecessary  questioning.  So 
far  as  the  balance  sheet  is  concerned,  this  involves  some 
knowledge  of  accounting.  And  it  involves  also  a  knowledge 
of  human  nature.  The  investigator  must  be  prompt  to  seize 
upon  salient  features,  and  through  pertinent  queries  to  de- 
velop that  close  information  which  is  often  decisive.    At  the 
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same  time,  he  must  be  in  a  position  to  judge  how  frank  and 
sincere  the  party  is  that  he  interviews,  hence  the  degree  of 
reliance  to  be  placed  upon  the  data  he  gets.  At  times  he 
may  find  it  necessary  to  check  statements  in  subsequent  inter- 
views, and  the  extent  to  which  he  may  be  able  to  do  this 
depends  upon  his  resourcefulness. 

In  thus  conducting  the  interview,  the  investigator  must 
be  thoroughly  familiar  with  the  status  of  the  account.  If 
he  is  to  get  information,  it  is  essential  that  he  make  the 
interview  a  mutual  interchange  of  expressions  and  knowl- 
edge. He  must  give  as  well  as  receive,  hence  be  in  a  position 
to  discuss  the  name  intelligently.  But  this  is  a  delicate 
matter,  and  should  be  confined  to  fact,  not  hearsay.  The 
investigator  who  leaves  the  impression  that  he  is  "gossipy" 
and  indiscreet  will  not  obtain  information  of  a  confidential 
nature.  Particularly  do  banks  hesitate  to  have  their  inves- 
tigators give  information  too  freely.  They  hold  that  the 
bank  bears  a  peculiarly  intimate  relation  to  its  depositors, 
which  the  ordinary  business  house  does  not  show  in  its  deal- 
ings with  its  customers.  The  exact  amount  of  liberty  given 
the  investigator  in  dispensing  information  depends  upon  the 
bank's  policy,  the  nature  of  the  information,  and  the  judg- 
ment, experience,  and  knowledge  of  its  investigators.  The 
bank  tends  to  feel  that  the  investigator  should  be  cautious 
in  expressing  opinions  and  should  indicate  their  limitations, 
leaving  the  concern  an  opportunity  to  ask  in  the  regular 
way  for  the  bank's  opinion,  or  to  allow  the  investigator  time 
to  consult  the  head  of  the  credit  department. 

Content  of  the  Investigation 

Inquiry  of  a  business  concern  is  designed  to  bring  out  the 
following  ledger  facts: 

1.  Age  of  the  account.  The  longer  sold,  naturally  the 
more  valuable  the  information. 

2.  Highest  credit  extended  the  subject.  This  reflects  the 
opinion  of  the  risk.  But  if  the  credit  extended  does  not 
appear  consistent  with  the  capital  employed,  the  investigator 
will  inquire  whether  the  account  is  sold  on  special  arrange- 
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ment  or  with  a  guarantee.  Again,  tlie  investigator  should 
beware  of  references  that  carry  credit  insurance,  since  it 
may  happen  that  the  account  is  only  checked  by  such  a 
concern,  which  does  not  rely  on  direct  personal  observation 
and  weighing  of  all  information  with  respect  to  the  risk. 

3.  Current  status  of  the  account.  The  activity,  including 
unfilled  and  first  orders,  as  well  as  the  amount  owing  and 
amount  past  due,  indicate  the  desirability  of  the  account  as 
well  as  the  present  situation  of  the  concern. 

4.  Terms  of  sale.  These  the  investigator  should  compare 
with  the  trade  terms  on  the  class  of  merchandise  in  question. 
If  longer,  he  should  make  inquiry  as  to  the  reasons  therefor, 
since  certain  accounts  at  times  are  assisted  in  financing  their 
business  by  selling  on  short  terms  while  buying  on  long 
terms.  On  the  other  hand,  shorter  terms  may  reflect  an 
undesirable  account. 

5.  Manner  of  payment.  This  item  affords  an  acid  test 
of  the  records  of  the  risk. 

6  Trade  abuses.  Accounts  prone  to  cancellation  of  orders 
and  return  of  goods,  and  those  taking  excessive  discounts 
are  obviously  undesirable. 

7.  Quality  of  the  account  (with  special  regard  to  its  finan- 
cial responsibility  and  management),  as  shown  by  the  optaion 
of  a  concern  of  which  inquiry  has  been  made.  Intimate  facts 
may  at  times  be  available  to  shed  much  light  upon  the  situ- 
ation of  the  risk.  It  knows  the  concern's  methods  of  doing 
business,  and  its  standing  in  the  trade.  Banks  especially  are 
interested  in  this  class  of  information. 

The  exact  significance  of  the  several  ledger  facts  is  con- 
sidered in  detail  in  the  following  chapter,  which  discusses 
"the  interchange  report.  The  relative  emphasis  placed  upon 
them  depends  in  large  measure  upon  the  individual  ease  under 
consideration.  It  depends  also  upon  the  type  of  concern 
investigated,  and  upon  whether  a  bank  or  a  business  concern 
is  making  the  inquiry.  As  already  indicated,  the  banker 
desires  close  information  from  those  intimately  acquainted 
with  the  concern  and  from  those  thoroughly  conversant  with 
the  trend  of  the  industry  in  question.     He  does  not  wish 
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merely  the  ledger  facts  from  which  to  draw  his  own  inter- 
pretation. Moreover,  the  banker  often  devotes  much  atten- 
tion to  the  personal  habits  and  mode  of  living  of  borrowers, 
especially  such  as  are  managers  of  large  corporations. 

In  the  New  York  market,  one  authority  notes,^  some  rather 
ambiguous  common  expressions  are  used.  Some  examples 
follow : 

1.  "Ttey  pay  promptly."  Payments  reported  as  prompt  by  one 
seller  might  be  reported  as  two  weeks  slow  by  another. 

2.  "They  discount."  By  another  house  the  same  payment  might 
be  described  as  anticipation.  Either  description  might  properly  be 
applied  to  a  10-day  payment  on  terms  such  as  2/10  net  60.  What 
does  the  statement  mean  when  the  terms  are,  for  example,  6/10/60 
extra?    Does  it  mean  payment  in  70  days  or  at  some  previous  date? 

3.  "Our  limit  is  $1,000."  Do  they  buy  the  limit  or  only  a  hun- 
dred dollars  or  so? 

4.  "They  are  slow."  This  may  mean  to  one  credit  man  5  days 
and  to  another  60  days. 

5.  "They  anticipate."  Do  they  anticipate  voluntarily  or  by  re- 
quest ? 

6.  "We  turned  it  down."    For  what  reason? 

7.  "The  account  is  satisfactory."  It  may  be  slow  and  yet  satis- 
factory to  some  houses.     The  word  "satisfactory"  is  too  indefinite. 

8.  "It  is  a  small  account."  Does  the  selling  house  discourage  the 
buyer  or  is  it  small  of  its  own  volition? 

The  investigator  writes  a  report  embodying  the  data  he 
obtains.  In  a  bank,  either  the  chief  investigator  or  credit 
man  in  charge  of  the  account  often  reviews  it,  and  makes  sug- 
gestions at  the  outset  of  the  investigation  as  to  leads  and 
points  to  be  covered.  The  exact  manner  of  writing  varies, 
some  desiring  a  thorough  discussion,  others  a  brief  outline 
whose  contents  can  be  digested  almost  at  a  glance.  The 
entire  investigation,  embracing  written  as  well  as  orally  ac- 
quired material,  is  summarized  in  some  banks  by  the  investi- 
gator, in  others  by  the  credit  man.  In  any  event,  such  a 
summary  makes  analysis  of  the  situation  much  easier  should 
occasion  arise  later  to  refer  to  the  file. 


3  A.  F.  Chapin,  Credit  and  Collection  Principles  and  Practice  (New 
York,'  1929),  p.  217. 
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Traveling  Credit  Representatives 

The  functions  of  the  traveling  credit  representative  are 
similar  in  some  ways  to  those  of  the  investigator  and  in  others 
to  those  of  the  traveling  salesman.  Some  large  houses  find 
it  advantageous  to  employ  representatives  of  the  credit  de- 
partment. It  is  their  duty  to  travel  over  an  allotted  terri- 
tory, the  same  as  salesmen,  in  order  to  inquire  into  the  credit 
standing  of  customers  and  prospective  customers  of  the  house. 
Their  credit  work  is  similar  to  that  of  the  salesman,  but  is 
naturally  more  thorough  in  view  of  their  training  and  lack 
of  bias,  since  credit  investigation  takes  their  entire  attention. 
The  principle  upon  which  they  work  is  exactly  the  same  as 
in  the  case  of  credit  investigators,  although  the  detailed 
results  of  their  efforts  must  represent  a  great  deal  more  to 
their  houses  than  is  expected  from  the  local  investigator. 
They  obtain  information  upon  financial  status  and  other 
factors  influencing  debt-paying  ability,  upon  local  conditions 
surrounding  the  risk  and  upon  credit  policy  to  be  followed 
in  the  territory.  Their  personal  contact  with  bank  and  trade 
sources  of  data  often  secures  closer  information  than  corre- 
spondence would  disclose.  Some  houses,  instead  of  employ- 
ing special  representatives,  require  the  credit  manager  or 
his  assistant  to  travel  over  the  territory  at  regular  intervals, 
perhaps  once  a  year,  or  to  make  special  trips  as  occasion 
demands. 

As  in  all  credit  work,  the  scope  and  thoroughness  of  the 
investigation  depend  upon  the  risk  in  question,  likewise  upon 
the  contact  with  the  customer.  Special  points  of  interest 
can  be  covered  more  adequately  by  the  credit  representative 
than  through  a  report  prepared  by  an  outside  source,  such  as  a 
mercantile  agency  or  attorney.  A  weakened  concern  or  one 
requiring  unduly  large  accommodation,  may  even  require 
examination  of  the  books,  while  one  in  good  standing  may 
merely  be  asked  for  a  late  financial  statement,  and  general 
information  as  to  the  condition  and  prospects  of  the  busi- 
ness. Some  houses  follow  the  policy  of  merely  sending  repre- 
sentatives to  visit  such  accounts,  and  employ  no  special  trav- 
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eling  credit  representatives.  In  this  manner  they  either 
establish  closer  contact  with  the  customer  as  a  basis  for  in- 
creased business,  or  else  reach  a  decision  as  to  the  necessity 
for  curtailing  the  credit  or  closing  the  account  in  order  to 
avoid  loss. 

Service  of  Oral  Interchange 

Oral  interchange  of  data,  whether  among  credit  managers 
or  their  representatives,  has  certain  conspicuous  advantages. 
Chief  among  these  is  the  speed  in  obtaining  the  facts  desired. 
This  enables  prompt  consideration  of  the  account.  Not  only 
is  the  information  obtained  quickly,  but  it  is  fresh — a  fact  of 
no  small  importance  to  the  credit  man,  especially  in  an 
industry  in  which  credit  conditions  can  change  almost  over- 
night. Current  payments  to  creditors  may  be  ascertained 
in  the  case  of  a  doubtful  account,  as  well  as  a  consensus  of 
other  creditors'  opinions.  Finally,  it  is  of  superior  quality. 
Intimate  facts  which  would  not  be  released  for  general  cir- 
culation, or  even  intrusted  to  the  written  page,  are  often 
communicated  in  conversation.  Especially  is  this  so  when 
the  interviewer  is  known  personally  to  the  one  giving  the 
information.  In  proportion  as  the  two  parties  are  unac- 
quainted, or  the  interviewer  manifestly  possessed  of  little 
responsibility,  does  this  advantage  decline,  although  direct 
contact  should  ordinarily  elicit  more  information  than  writ- 
ten inquiry  of  an  obviously  routine  nature.  And  the  inter- 
viewer can,  by  opportune  questioning,  bring  out  precisely 
those  points  about  which  he  seeks  information,  while  the 
credit  man  on  his  part  has  information — often  of  an  un- 
favorable nature — automatically  brought  to  his  attention.  It 
thus  represents  credit  cooperation  at  its  best,  and  is  a  stimulus 
to  that  free  interchange  of  information  upon  which  all  credit 
work  must  ultimately  rest. 

But  oral  interchange  has  certain  obvious  limitations.  It 
must  be  confined  largely  to  the  city  in  which  the  inquirer 
is  located.  And,  widely  practiced,  it  would  lead  to  a  multi- 
plicity of  investigations.  This  would  place  a  heavy  burden 
of  time  and  expense  both  upon  houses  inquiring  and  those 
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inquired  of.  And  this  difficulty  might  be  intensified  by 
abuse  of  the  system  by  credit  managers  desirous  of  accumu- 
lating additional  data.    Many  concerns  now  complain  of  the 
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Kindly  give  us  below  YOUR  EXPERIENCE  with 

Name Business 

P.  O . 


From  whom  we  have_ 


_order  for  $_ 


(indicate  whether  first  order)  ^„„_.., 

ALL    INFORMATION   WILL   BE  CONSIDERED   STRICTLY   CONFIDENTIAI. 


APPROVED  AND  PUBLISHED  BY 

NATIONAL  ASSOCIATION  OF  CRCOIT  HBN 

OF  WHICH 

WE  ARE  MEMBERS 


Yours  truly. 


To. 


Sold  since- 
Tetms 


_To_ 


Largest  amount  owing  recently  $_ 
Total  amount  now  owing,  .  $_ 
Amount  past,  due,  .  .  $. 
Other  information 


MANNER    OF    PAYMENT 


DlscousU 

Pays  when  dtw 

Days  slow 

Aceepts  C.  O.  D.'s  promptly 

AeeeptaSIshtDrafu  Promptly 

Settles  by  Trade  Acceptances 

Account  secured 

Notes  paid  at  maturity 

Makes  unjust  clsims 

Collected  by  attorney 


RETURN   THIS    TO   US 


Fig.  15.    Foem  fob  direct  LiajGER  interchange  among  credit  men, 

RECOMMENDED  BY  THE  NATIONAL  ASSOCIATION  OB'  CREDIT  MeN 

burden,  and  some,  in  fact,  limit  the  hours  for  giving  data, 
or  even  go  so  far  as  to  answer  mail  inquiries  only,  perhaps 
detailing  the  duty  to  a  subordinate  who  furnishes  merely 
ledger  data.    Finally,  widespread  inquiry  might  have  adverse 
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effect  upon  concerns  not  in  an  especially  strong  financial  posi- 
tion, by  reason  of  the  suspicion  aroused  in  the  minds  of  those 
inquired  of.  All  in  all,  therefore,  oral  interchange  should 
be  used  with  discretion  as  a  supplement  to  other  methods  of 
obtaining  data,  and  in  using  it  consideration  should  be  shown 
to  other  business  concerns. 

Written  Interchange  of  Data 

In  view  of  these  difficulties  in  widespread  oral  interchange 
of  data  among  business  concerns  located  in  any  one  place, 
and  in  obtaining  information  from  concerns  located  else- 
where, written  interchange  of  data  has  grown  up  on  an 
extensive  scale.  Early  there  arose  the  use  of  reference  forms 
by  business  houses,  in  order  to  systematize  and  minimize 
the  labor  imposed  upon  mercantile  credit  offices.  At  first 
these  forms  simply  requested  information  as  to  whether  a  man 
was  prompt  or  behind  in  his  payments,  and  a  general  estimate 
of  his  character.  Either  below  or  on  the  opposite  page  there 
were  lines  for  the  reply,  and  it  followed  that  the  information 
obtained  in  response  to  such  an  inquiry  would  be  general 
and  evasive  in  its  terms.  In  order  to  obviate  this  difficulty 
and  still  further  to  minimize  the  work  of  the  credit  depart- 
ment, forms  were  prepared  containing  certain  questions  op- 
posite which  the  recipient  was  supposed  to  note  his  replies. 
The  National  Association  of  Credit  Men  interested  itself 
through  its  Committee  on  Credit  Department  Methods  in  such 
blanks  and  prepared  a  series  of  inquiry  forms. 

There  is  shown  (Figure  15)  the  form  recommended  by 
the  Association.  It  consists  of  duplicate  sheets  identical 
in  appearance  and  content,  except  that  in  place  of  the  words 
"Kindly  give  us  below  your  experience.  .  .  .  Return  this  to 
us"  on  the  original,  the  words  ""We  give  you  below  our 
experience.  .  .  .  Retain  this  for  your  files"  appear  on  the 
duplicate. 

The  inquirer  fills  out  the  duplicate  when  making  the  in- 
quiry, while  the  recipient  fills  out  the  original. 

In  order  to  develop  the  system  by  avoiding  misunder- 
standing and  abuse,  the  National  Association  of  Credit  Men 
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prepared  certain  rules  or  obligations  for  the  conduct  of  the 
interchange  system,  which  emphasize  the  feature  of  reci- 
procity. They  appear  in  slightly  different  order  and  word- 
ing on  the  hack  of  the  form.  The  inquiring  department 
should  accompany  its  inquiry  with  a  stamped  addressed  en- 
velope, and  should  further  observe  the  following  general 
rules : 

1.  It  should  inquire  only  when  necessary.  Indiscriminate  inquiry 
is  harmful  because  of  the  unnecessary  labor  it  causes.  The  inquiry 
should  come  from  the  credit  department  and  not  from  a  salesman 
on  the  road,  as  indicated  by  the  postmark. 

2.  It  should  inquire  only  of  those  concerns  which  it  is  reasonably 
certain  possess  information  bearing  on  the  risk  in  question. 

3.  It  should  inquire  only  on  orders  in  hand  on  ledger  accounts. 
Inquiry  on  prospective  customers,  whether  or  not  the  inquirer  so 
explains,  in  order  to  ascertain  their  desirability,  as  well  as  inquiry 
only  for  file  revision,  leads  to  much  complaint  against  the  entire 
system. 

4.  It  should  state  accurately  the  reason  for  making  the  inquiry. 
In  case  of  a  first  order,  that  fact  must  be  stated  together  with  the 
amount. 

5.  It  must  state  exactly  its  previous  experience  with  the  subject, 
thus,  in  effect,  requesting  the  data  on  a  reciprocal  basis. 

The  receiver  of  the  inquiry  should  answer  promptly,  pref- 
erably on  the  day  on  which  received,  and  should  observe  the 
following  rules: 

1.  It  should  place  the  duty  of  replying  in  the  hands  of  the  credit 
manager  or  a  responsible  assistant  who  realizes  the  importance  of 
the  system  and  the  confidential  function  involved. 

2.  It  should  give  its  exact  experience. 

3.  It  should  inform  an  inquirer  who  has  failed  to  carry  out  his 
part  under  the  system.  This  will  correct  faults  and  abuses,  whether 
due  to  ignorance  or  willfulness.  Tbe  Association  has  prepared  a 
small  card  to  be  used  for  this  purpose. 

The  interchange  forms  are  used,  to  a  considerable  extent, 
either  as  prepared  by  the  Association  or  as  modified  by  indi- 
vidual houses  to  meet  the  needs  of  their  special  trades.  In 
certain  contingencies,  however,  the  nature  of  the  inquiry 
may  be  such  as  to  render  the  use  of  a  printed  form  inex- 
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pedient.  In  its  place  should  be  sent  a  letter  setting  forth 
the  exact  nature  of  the  inquiry  and  the  information  desired. 
In  such  case,  too,  the  inquirer  should  observe  the  principle 
of  reciprocity  upon  which  is  based  the  entire  system  of  inter- 
change of  data  between  business  concerns,  and  without  the 
observance  of  which  perfect  freedom  in  interchange  cannot 
be  achieved. 

It  should  be  noted,  too,  that  banks  in  their  written  in- 
quiries of  trade  creditors  do  not  use  a  printed  form.  At 
most  they  have  prepared  a  set  wording,  which  is  individually 
typed.  Some  of  these  letters  are  very  general,  others  con- 
tain requests  for  specific  data,  such  as  promptness  of  pay- 
ments (if  the  house  inquired  of  is  known  to  sell  the  name), 
general  standing,  financial  responsibility,  character  of  man- 
agement, and  other  data  bearing  on  the  risk.  In  general, 
a  bank  does  not  specify  the  reason  or  purpose  of  its  inquiry. 
Bank  inquiries  of  the  trade  are  governed  by  the  same  general 
practices  as  are  the  inquiries  of  other  banks,  which  are  con- 
sidered in  Chapter  XI. 

Problems  of  Written  Interchange 

That  the  National  Association  of  Credit  Men  found  it  de- 
sirable to  prepare  the  rules  just  cited,  and  the  nature  of 
these  rules,  indicate  some  of  the  problems  which  the  inter- 
change system  faces.  The  system  itself  is  based  upon  the 
idea  of  reciprocity — mutual  cooperation  between  the  two 
credit  departments,  and  mutual  cooperation  for  their  com- 
mon benefit.  In  fairness,  he  who  asks  must  give.  It  is  not 
sufficient  that  he  merely  states  that  he  will  give  his  experi- 
ence if  the  recipient  asks  for  it.  And,  in  making  inquiry, 
he  must  use  discretion  so  as  not  to  overburden  the  system. 
A  well-known  risk  or  a  small  order  should  not  be  made  the 
subject  of  inquiry.  Such  abuse  merely  makes  credit  managers 
hesitate  to  furnish  information  and  weakens  the  system. 
Large  concerns  in  particular  are  prone  to  object. 

Much  criticism  of  the  direct  inquiry  exists  to-day  in  credit 
circles.  Its  indiscriminate  and  excessive  use  has  caused  credit 
men  to  regard  it  as  a  burden.    Moreover,  only  a  small  part 
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of  the  inquiries  made  conform  to  the  reciprocal  principle  as 
stated  by  the  Association.  The  correction  for  this  situation 
lies  in  the  hands  of  the  credit  men  themselves.  They  must 
realize  that  the  success  of  the  system  demands  genuine  reci- 
procity. Through  the  practice  of  good  faith  and  earnest  co- 
operation— and  through  no  other  means — ^will  the  system  be 
brought  to  that  measure  of  effectiveness  which  will  adequately 
serve  the  interests  of  the  credit  community. 

Sklec!ted  Refeebnces 

Beokman,  T.  N. — Credits  and  Collections  in  Theory  and  Practice 
(2nd  ed.,  New  York,  McGraw-Hill,  1930),  Chap.  XI. 

Brewster,  S.  F. — Legal  Aspects  of  Credit  (New  York,  Ronald 
Press,  1923),  Chap.  XVII. 

MuNN,  G.  Gc.—Bank  Credit  (New  York,  McGraw-Hill,  1925), 
Chap.  VI. 

Peudden,  R.  r. — The  Banh  Credit  Investigator  (New  York,  Bank- 
ers, 1922),  Chap.  XI. 


CHAPTER  IX 

CREDIT  INTERCHANGE  BUREAUS 

The  interchange  bureau  represents  an  attempt  to  avoid 
the  waste  and  inconvenience  incident  to  widespread  inter- 
change of  ledger  experience  between  business  houses.  By- 
assembling  these  facts  at  one  central  point,  the  information 
may  be  made  available  to  inquirers  as  needed,  and  additional 
data  may  be  obtained  when  further  desired.  The  organiza- 
tions engaged  in  this  work  are  of  several  kinds.  Bureaus 
operated  either  (1)  by  associations  of  credit  men,  or  (2)  by 
trade  bodies,  are  cooperative  in  nature  and  are  designed  for 
service  instead  of  profit.  It  is  their  purpose  to  effect  a  free 
and  unrestricted  exchange  of  ledger  information  between 
their  members.  To  be  contrasted  with  such  cooperative  or- 
ganizations are  those  which  assemble  the  data  for  their  own 
profit,  either  confining  their  activity  to  this  field  or  else  gath- 
ering the  data  as  incidental  to  other  credit  work.  Ledger 
facts  are  assembled  by  the  two  general,  and  many  of  the 
special,  mercantile  agencies.  In  addition,  from  original  as- 
sembly of  ledger  information  there  have  developed  the  Credit 
Clearing  House  and  the  National  Credit  Office.  Both  are 
privately  owned.  The  former  now  "checks"  the  credit,  in- 
stead of  merely  interchanging  data.  This  is  also  done  by 
various  trade  association  bureaus.  The  National  Credit  Office 
resembles  a  special  mercantile  agency  in  certain  ways  and 
classifies  risks.^ 

National  Association  of  Credit  Men's  System 

Just  as  recent  years  have  witnessed  great  growth  in  special 
mercantile  agencies,  so  have  they  shown  great  increase  in 

1  An  interesting  application  of  the  general  plan  in  a  highly  specialized 
field  is  afforded  by  the  institution  after  the  crisis  of  1929  of  inter- 
change by  New  York  Stock  Exchange  firms  of  their  experience  with 
their  customers. 
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the  number  of  institutions  organized  to  exchange  ledger  in- 
formation. Many  of  the  special  agencies,  in  fact,  confine 
themselves  largely,  if  not  entirely,  to  gathering  this  one  class 
of  data.  But  interchange  bureaus  on  the  whole  are  by  no 
means  as  old  as  are  mercantile  agencies.  Some  local  bureaus 
on  the  Pacific  Coast,  it  is  true,  date  back  thirty  to  forty 
years.  These  were  operated  by  local  business  men,  and  on  a 
noncommercial  basis.  The  first  bureau  organized,  owned, 
controlled,  and  operated  by  credit  men  through  a  local  asso- 
ciation, however,  is  said  to  date  only  from  1901.  The  purely 
local  service  of  these  bureaus  began  to  be  supplemented  in 
time  by  voluntary  interchange  of  data  and  considerable  de- 
mand arose  for  more  thorough  coordination  of  these  bureaus 
into  a  national  system.  In  1916  a  national  bureau  was  estab- 
lished on  an  experimental  basis  in  St.  Louis,  and  the  follow- 
ing year  the  National  Association  of  Credit  Men  established 
a  Department  of  Credit  Interchange  Bureau  Service  at  its 
New  York  headquarters.  After  much  field  work  and  con- 
ference among  the  local  bureau  managers,  the  work — ^retarded 
by  the  "War — ^was  placed  on  the  present  basis,  March  1, 
1920,  when  the  national  association  took  over  and  became 
sponsor  for  the  central  bureau.  More  and  more  bureaus 
have  become  affiliated  with  the  system,  so  that  to-day  it  covers 
the  entire  country. 

In  September,  1930,  sixty-five  bureaus  were  participating, 
with  some  7,000  members — manufacturers,  merchants,  and 
bankers.  Each  bureau  is  an  independent  corporation,  super- 
vised and  controlled  by  the  officers  of  the  local  credit  men's 
association,  as  is  also  the  central  bureau  in  St.  Louis.  Hence 
each  unit  subscribes  to  complete  uniformity  of  all  forms 
used,  both  in  local  procedure  and  interoffice  relationship. 
The  manager  of  the  Credit  Interchange  Bureau  Department 
inspects  each  local  bureau  annually,  or  oftener  in  event  of 
emergency  or  complaint  by  a  member.  The  national  body 
also  has  power  to  recommend  to  the  local  bureau  dismissal 
of  the  latter 's  manager,  under  pain  of  expulsion  from  the 
national  association,  unless  satisfactory  cause  is  shown. 
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Local  Interchange 

Each  bureau  member  receives  a  code  number  by  which  he 
is  designated,  and  which  is  kaown  alone  to  him,  so  as  to  guard 
his  identity.  A  new  member  files  with  the  bureau  a  complete 
list  of  his  active  customers,  including  C.O.D.  accounts.  The 
bureau  prepares  a  card  for  each  name  submitted,  on  which 
are  entered  the  symbols  of  the  houses  selling  it.  These  cards 
are  arranged  alphabetically  in  a  "customers'  list"  file  and 
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are  kept  up  to  date  by  requiring  members  to  file  regularly 
lists  of  new  accounts  opened.  Thus  sources  of  information 
are  built  up  entirely  free  of  the  personal  element.  The 
bureau  also  maintains  a  "report  folder"  file,  containing  the 
master  sheets,  and  several  copies  of  the  latest  clearance  report 
on  each  name. 

The  member  who  desires  information  about  a  customer  pre- 
pares a  subscriber's  inquiry  ticket,  reproduced  in  Figure  16, 
which  he  sends  to  the  bureau.  He  may  mquire  only  on  cur- 
rent accounts  and  prospective  customers  whose  applications 
for  credit  or  inquiries  are  actually  in  hand,  or  to  whom 
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prices  and  terms  have  been  quoted.  He  must  not  use  the 
system  for  purely  sales  promotion  work.  The  form  calls  for 
his  own  experience,  since  the  system  operates  on  a  strictly 
reciprocal  basis.  It  is  signed  by  his  code  number  stamped 
in  the  lower  right  hand  corner,  and  he  indicates  whether  he 
desires  a  preliminary  report  in  the  event  that  a  complete  one 
is  not  immediately  available. 

The  bureau  refers  to  its  report  file.  If  it  has  no  report, 
or  the  last  one  is  over  ninety  days  old,  it  consults  the  cus- 
tomers' list  file.  To  each  of  the  houses  whose  number  ap- 
pears thereon  is  sent  a  subscriber's  reply  ticket.  A  similar 
form,  together  with  return  stamped  envelope,  is  sent  to  non- 
subscribers  in  its  territory  selling  the  account,  who  receive  a 
copy  of  the  complete  report  in  return  for  their  information. 
When  the  replies  are  received,  the  information  is  tabulated  on 
a  master  sheet,  and  copies  made,  usually  on  a  ditto  machine. 
The  inquiring  member  receives  a  copy  of  an  old  report,  if 
any,  the  preliminary  report,  and  the  complete  report.  A  copy 
of  the  complete  report  is  sent  to  each  contributing  member, 
and  to  each  bureau  whose  members  contributed  to  the  report; 
also  to  each  bureau  whose  members  may  be  interested.  The 
purpose  is  to  have  information  always  on  call,  unless  the  cus- 
tomer extends  his  buying  activity  to  other  markets.  Where 
it  has  available  a  report  less  than  ninety  days  old,  the  bureau 
will  reclear  if  the  member  so  desires. 

National  Clearance 

Inasmuch  as  a  concern  often  purchases  in  several  markets, 
the  system  must  also  provide  means  for  obtaining  data  in 
other  centers.  In  other  words,  except  for  a  few  bureaus  still 
local  in  character  and  not  a  part  of  the  national  system,  all 
bureaus  supply  an  automatic  national  exchange  of  informa- 
tion to  all  members.  Each  local  bureau  has  a  zone  of  direct 
interest.  The  zone  includes  those  counties  in  which  at  least 
75  per  cent  of  the  residents  purchase  part  of  their  require- 
ments in  the  market  in  which  the  bureau  is  located.  These 
zones  overlap ;  a  given  place  may  lie  within  the  natural  zone 
of  two  or  more  bureaus.     Each  bureau  knows  from  a  map 
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furnished  by  the  central  bureau  what  are  the  zones  of  every 
other  bureau.  When  making  its  own  clearance,  it  at  once 
sends  an  inquiry  direct  to  all  other  participating  bureaus  in 
whose  natural  zone  the  county  lies,  as  well  as  to  other  bureaus 
in  whose  markets  the  customer  is  known  to  be  buying.  For 
such  an  inquiry  it  uses  the  interoffice  and  C.B.  inquiry  ticket 


^"  Intepoffiee  and  C  B.  Inepiiry  Tieixt 

CKEDIT  INTERCHANGE  BUREAUS 
NATIONAL  ASSOCIATION  OF  CREOIT  MEN 

Nana) 

5?**  >.  Biulile« 

S*?^?*.  S»cc-«,T. 

^^aii^tL.  Fonno),Lo<»t«JAl 

Reforencflat    (with fomplfto addTww) 


(Uw  oibar  iUb  tf  n, 


Fig.  17.   Interopfice  and  c.  b.  inqtjirt  ticket 

shown  in  Figure  17.  Bach  of  the  other  bureaus  clears  its 
market  in  the  same  manner  (already  described)  as  does  the 
bureau  where  the  inquiry  originated,  and  passes  the  com- 
pleted report  on  to  the  inquiring  bureau. 

But  there  still  remains  the  possibility  that  the  customer  is 
dealing  in  centers  outside  the  bureau's  zone  of  direct  interest. 
Hence  each  bureau  forwards  to  the  central  bureau  at  St. 
Louis  the  names  of  all  customers  dealing  with  its  members, 
located  outside  its  own  zone.  For  each  extra  zone  name,  the 
central  bureau  prepares  a  card,  showing  the  code  number  of 
the  bureaus  interested  in  this  name.  The  inquiring  local 
bureau  addresses  a  relay  inquiry  ticket  to  the  central  bureau. 
From  its  card  the  central  bureau  ascertains  which  local 
bureaus  have  reported  dealings  with  the  name.  It  then  for- 
wards to  each  bureau  an  interoffice  ticket  requesting  a  clear- 
ance for  the  benefit  of  the  inquiring  bureau,  to  which  each 
bureau  mails  its  report  direct.  If  a  preliminary  report  has 
already  been  issued,  supplements  may  be  prepared  thereto, 
incorporating  the  data  obtained  from  the  outside  sources. 

Thus  the  central  bureau  is  not  an  office  for  tabulating  re- 
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ports,  nor  for  gathering  or  disseminating  information.  In- 
stead, its  duty  is  merely  to  oversee  the  system,  and  to  carry 
records  of  markets  interested  in  individual  accounts.  This 
enables  it  to  bring  into  contact  a  bureau  having  information 
and  one  seeking  it.  Thus  its  function  is  that  of  acting  as  a  co- 
ordinating unit  and  central  point  for  establishing  bureau 
sources  of  information.  Actual  gathering  of  data  is  decen- 
tralized and  placed  in  the  hands  of  the  bureaus,  each  of  which 
is  responsible  for  its  zone. 

Contents  of  the  Report 

The  results  of  the  clearance  are  tabulated  by  markets  or 
districts  in  the  report,  a  specimen  of  which  is  shown  in  Figure 
18.  While  the  credit  man  will  envisage  the  report  as  a  whole, 
and  consider  the  several  items  in  conjunction  with  one  an- 
other, a  necessary  foundation  for  such  analysis  is  a  consider- 
ation of  the  significance  of  each  item  in  turn.  The  analyst 
must  always  seek  to  determine  just  how  representative  the 
report  is,  especially  when  considering  reports  for  depart- 
ment and  general  stores.  Nor  must  he  neglect  business  con- 
ditions in  the  subject's  territory,  and  in  the  industry  in  ques- 
tion. 

1.  Business  or  sub  number.  From  this  column  the  credit 
man  can  determine  the  various  kinds  of  goods  the  customer 
purchases,  as  well  as  the  approximate  distribution  of  pur- 
chases between  various  markets.  Second,  he  can  ascertain, 
from  about  how  many  concerns  the  customer  purchases  the 
kind  of  goods  he  himself  sells,  and  about  how  large  a  pro- 
portion of  this  kind  of  goods  he  sells  the  risk.  While  approxi- 
mate only,  these  data  nevertheless  afford  a  useful  indication. 
Finally,  he  can  learn  what  kind  of  goods  the  customer  pur- 
chases for  cash,  and  what  kind  on  time. 

2.  How  long  sold.  This  column  gives  an  indication  of  the 
value  to  be  attached  to  the  individual  contributor's  experi- 
ence. In  general,  the  longer  the  period  sold,  the  more  valu- 
able is  the  information  given.  More  important,  taken  in 
conjunction  with  the  length  of  time  the  subject  has  been  in 
business,  it  shows  any  tendency  to  shift  markets  in  which 
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purchases  are  made.  This  may  be  either  good  or  bad  from 
the  credit  man's  point  of  view.  If  this  tendency  were  due 
to  better  prices  and  service,  no  reflection  would  result  upon 
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Fig.  18.  T'tpioal  interchange  bukeau  report 
the  customer's  credit  standing,  but  if  due  to  loss  of  credit 
with  older  creditors  it  would  serve  as  a  danger  signal.  How- 
ever, long  continued  purchases  from  certain  houses,  coupled 
with  slow  payments,  may  indicate  undesirable  dependence 
upon  them,  rather  than  desirable  stability. 
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3.  Date  of  last  sale.  Taken  in  conjunction  with  the  pre- 
ceding item,  this  column  gives  further  indication  of  the  rela- 
tive value  of  a  contributor's  experience.  Likewise,  it  shows 
any  tendency  to  drop  former  creditors  in  favor  of  new  ones. 
When  taken  in  conjunction  -with  manner  of  payment,  it  may 
either  reflect  an  improving  trend  of  the  customer's  business 
or  a  tendency  to  become  more  involved.  Unusual  current 
buying  activity,  it  is  well  known,  may  anticipate  failure,  and 
in  any  event  calls  for  further  inquiry  in  the  light  of  practice 
in  the  industry  in  question. 

4.  Highest  credit.  This  column  indicates  how  many  sellers 
extend  credit  to  the  customer.  It  shows  merely  the  highest 
actual  credit  extended,  not  the  general  credit  limits  set,  and 
thus  does  not  completely  reflect  the  opinion  of  creditors.  It 
furthermore  shows  his  credit  purchases  of  the  various  classes 
of  goods  he  handles.  The  information  makes  possible  a  better 
analysis  of  the  amount  owing.  Where  amounts  owing  ap- 
proximate the  highest  credit,  a  severe  slowing  up  of  pay- 
ments is  generally  indicated.  On  the  other  hand,  recent  last 
sale  dates  with  amounts  owing  materially  smaller  than  high- 
est credits,  usually  indicate  a  good  condition. 

5.  Amount  owing.  This  item  should  be  representative  of 
the  current  payables.  Since,  however,  all  creditors  are  not 
included  and  heavy  indebtedness  to  individuals  often  exists, 
the  aggregate  affords  but  a  rough  check  upon  the  amount 
shown  upon  the  concern's  current  financial  statement.  At  the 
same  time,  the  latter  in  turn  is  a  test  of  the  adequacy  of  the 
interchange  report.  Relatively  heavy  total  outstandings  may 
well  cause  the  seller  to  suspect  overbuying  and  hence  to  hesi- 
tate. But  it  must  not  be  forgotten  that  the  amount  must  be 
considered  in  the  light  of  prevailing  business  conditions; 
what  is  heavy  at  one  time  may  be  light  at  another.  The 
same  is  true  of  the  amounts  owing  for  each  of  the  leading 
classes  of  goods  handled.  Comparison  with  highest  credits 
and  amounts  past  due  shows  the  general  trend  of  the  account, 
especially  when  reference  is  also  made  to  previous  reports. 

6.  Amount  past  due.  Past  due  accounts  are  danger  sig- 
nals, and  cause  careful  inquiry.     A  high  ratio  to  amounts 
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owing  may  indicate  merely  careless  business  methods,  but  is 
much  more  likely  to  indicate  financial  weakness  and  shortage 
of  working  capital.  While  a  small  merchant  may  be  careless, 
a  large  concern  which  has  failed  to  discount  may  have  ex- 
hausted its  bank  lines.  Moreover,  the  longer  accounts  run, 
the  greater  the  risk  of  loss  becomes,  let  alone  the  added  ex- 
pense of  carrying.  The  column  must  be  considered  in  con- 
nection with  the  comments  contained  in  the  tenth  or  last 
column,  as  well  as  the  manner-of -payment  column.  But,  even 
then,  it  must  be  interpreted  in  the  light  of  business  condi- 
tions— ^both  seasonal  and  cyclic — for  the  territory  and  the 
industry  in  question.  Heavy  past  dues  in  Georgia  in  July  are 
not  necessarily  hopeless,  but  well  might  be  in  October.  Or, 
the  customer  may  show  past  dues  only  outside  his  town,  or 
again  show  past  dues  on  those  items  on  which  he  does  not 
need  to  stock,  paying  for  the  others  promptly.  Or,  again, 
past  dues  may  be  holdovers  from  a  previous  period  of  de- 
pression; but  they  may  instead  result  from  an  attempt  to 
"frame"  a  bankruptcy  or  avoid  payment. 

7.  Unfilled  or  first  orders.  First  orders  may  be  dis- 
tinguished from  unfilled  orders  by  considering  the  length  of 
time  sold  shown  in  another  column.  Many  unfilled  orders 
may  indicate  poor  credit  standing.  Orders  are  usually  un- 
filled either  because  sellers  are  withholding  shipment  pending 
investigation,  because  they  are  seeking  some  form  of  cash 
remittance,  or  because  they  do  not  care  to  sell  as  a  result  of 
their  experience  or  investigation.  In  some  industries,  how- 
ever, goods  are  ordered  far  ahead  for  later  delivery  so  that 
too  hasty  conclusions  cannot  be  drawn  as  to  impaired  credit 
standing  or  overbuying.  Large  number  and  amount  of  first 
orders  may  indicate  lost  credit  standing,  especially  if  the 
buyer  is  not  taking  on  new  lines  of  merchandise  or  is 
buying  in  distant  markets.  An  unusual  number  of  unfilled 
or  first  orders  may  indicate  instead  stocking  up  with  goods 
preparatory  to  making  an  assignment  or  voluntarily  going 
into  bankruptcy.  The  interchange  organization  immediately 
investigates  to  determine  whether  fraudulent  tactics  are  being 
employed  when  any  number  of  unfilled  orders  begin  to  come 
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into  the  various  bureaus.    In  any  event,  unusually  large  orders 
call  for  careful  scrutiny. 

8.  Terms  of  sale.  These  provide  a  basis  for  analyzing  the 
manner  of  payment.  If  these  are  other  than  the  regular 
terms  for  the  article  in  question,  the  risk  may  be  either  ex- 
tremely good  or  extremely  poor.  In  the  former  case,  terms 
are  more  liberal,  with  larger  cash  discounts  or  longer  net 
terms,  or  both ;  in  the  latter  ease,  terms  are  more  nearly  on  a 
cash  or  C.O.D.  basis. 

9.  Manner  of  payment.  This  threefold  column  is  a  lead- 
ing part  of  the  report,  indicating  as  it  does  both  the  willing- 
ness of  the  customer  to  pay  and  the  usual  time  of  payment, 
and  throwing  light  upon  the  other  columns.  Discounting  is 
a  universal  test  of  high  credit  standing,  since  borrowing  from 
the  bank  in  order  to  take  the  higher  rate  of  cash  discount  is 
profitable.  Where  the  customer  does  not  discount  all  accounts 
which  quote  a  cash  discount,  the  size  of  the  account  must  be 
considered.  Some  small  accounts  may  be  discounted  or  paid 
when  due  in  order  to  serve  as  references;  or  they  may  reflect 
a  situation  in  which  the  debtor  is  at  least  temporarily  con- 
fibaing  his  purchases  to  amounts  essential  to  his  business,  for 
which  he  must  settle  promptly.  Or  discount  may  occur  only 
in  the  zone  of  natural  interest,  so  as  to  obtain  goods  promptly. 
Again,  one  creditor  may  be  played  off  against  another,  a 
hard-pressed  debtor  discounting  with  each  in  turn  or  alter- 
nating in  paying  promptly  and  letting  the  account  run  past 
due.  An  entry  in  the  "days  slow"  column  is  bad  in  any 
case,  but  doubly  so  where  a  cash  discount  is  quoted.  Some 
strong  concerns,  however,  habitually  let  accounts  drag  on 
which  no  discount  is  granted.  The  degree  of  slowness  must 
also  be  considered,  and  the  cause  thereof — particularly 
whether  it  points  to  fraud — while  the  entire  manner  of  pay- 
ment must  be  related  to  the  business  conditions  prevailing 
at  the  time  of  the  report. 

10.  Comments.  These  include  changes  in  payment,  changes 
in  terms,  trade  abuses  practiced,  legal  steps  taken  to  collect, 
refusal  of  further  credit,  and  similar  information.  They 
represent  actual  facts  and  experiences,  not  mere  opinions, 
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and  are  highly  illuminating  to  the  credit  man,  and  supple- 
ment the  other  columns  of  the  report. 

Report  Analysis 

In  actual  practice,  the  interchange  report  is  read  as  a 
whole.  The  credit  man  merely  selects  those  items  of  peculiar 
significance  in  the  report  under  consideration,  and  he  con- 
siders them  in  conjunction  with  each  other.  He  reconstructs 
the  situation  with  regard  to  each  item  and  each  creditor.  In 
so  doing,  he  uses  his  knowledge  of  the  concern  and  its  terri- 
tory, of  the  industry  as  a  whole  and  of  general  business  con- 
ditions. These  provide  a  setting  or  framework  for  the  report 
itself. 

But  a  word  of  caution  is  necessary.  The  peculiar  value 
of  ledger  experience  in  indicating  the  customer's  ability  or 
willingness  to  pay  and  his  manner  or  time  of  payment  was 
already  noted  in  the  preceding  chapter.  The  interchange 
report  merely  assembles  such  information  more  readily  and 
completely.  Thus  it  has  all  the  virtues — and  all  the  limita- 
tions, as  well — of  ledger  information.  It  cannot  be  expected 
to  tell  the  whole  story  in  all  cases  by  itself,  but  rather  must 
be  taken  in  conjunction  with  data  developed  from  other 
sources.  In  many  cases  it  reveals  symptoms,  but  the  under- 
lying cause  the  credit  men  must  search  out  elsewhere.  Some 
cases  are  perfectly  clear  cut.  Where  no  past  dues  are  shown, 
the  manner  of  payment  record  is  good,  unfilled  orders  are 
not  unduly  large,  and  sellers  have  had  the  account  for  some 
years,  with  recent  last  sales,  the  risk  is  of  high  grade.  And, 
incidentally,  a  clew  is  given  to  the  amount  to  be  extended 
by  knowing  the  highest  credit  extended  by  other  sellers,  and 
the  period  within  which  granted,  in  particular  by  sellers  in 
his  own  line;  while  a  clew  to  the  terms  to  be  granted  is 
afforded  by  the  terms  reported,  together  with  payment  ex- 
perience and  amount  owing.  At  the  other  extreme,  many 
past  dues,  accompanied  by  poor  payment  record  and  adverse 
comments,  warrant  rejection  of  the  credit. 

Between  these  stand  the  great  majority  of  cases  faced  in 
actual  practice.     These  concerns   are  more  or  less   on  the 
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border  line ;  in  any  event,  the  evidence  is  not  clear  cut.  Two 
things  must  be  watched — fraud,  and  weak  or  weakening 
credit.  Attempted  fraud  may  be  in  evidence  despite  a  record 
of  few  past  dues.  It  may  be  shown  by  many  new  orders  and 
large  outstandings,  especially  in  markets  outside  the  con- 
cern's natural  zone.  Credit  may  have  been  granted  on  the 
basis  of  selected  references,  the  small  bills  of  which  have 
been  regularly  discounted.  Or,  it  may  appear  from  the  fact 
that  sellers  on  the  whole  have  dealt  with  the  concern  only 
for  a  short  period  and  show  many  recent  sales.  Evidence  of 
fraud  must  be  closely  watched;  past  record  is  no  guide,  for 
many  cases  exist  in  which  the  customer  has  cultivated  his 
credit  standing  assiduously  in  order  to  set  the  stage  for  a 
fraudulent  escape  from  his  obligations.  "When  doubtful  points 
develop,  direct  interchange  of  data  is  used  by  many  concerns 
to  distinct  advantage,  to  supplement  the  interchange  report. 
Often  the  report  cannot  be  adequately  interpreted,  except 
in  the  light  of  comparison  with  previous  reports.  Weakening 
credit  is  best  ascertained  in  this  manner,  and  so,  in  fact, 
is  strengthening  of  credit  after  a  period  of  difficulty.  But 
when  the  latter  occurs — which  in  practice  is  not  often — 
care  must  be  used.  The  reports  are  best  taken  at  various 
stages  or  phases — depression,  revival,  prosperity,  and  liquida- 
tion— of  the  business  cycle.  And  they  must  be  interpreted 
in  the  light  of  conditions  prevailing  at  the  date  of  each  report 
— ^both  for  business  as  a  whole,  and  for  the  particular  industry 
in  question.  When  this  is  done,  what  may  seem  at  first  sight 
to  be  a  distinctly  unfavorable  situation,  may  appear  more 
hopeful  upon  closer  analysis.  At  the  same  time,  it  may 
enable  the  analyst  to  discount  favorable  conditions  due  to 
the  general  swing  of  the  business  tide,  rather  than  those  due 
to  any  merit  of  the  purchaser  himself,  hence  to  avoid  pos- 
sible loss. 

Service  of  the  System 

The  interchange  bureau  system  is  operated  on  a  "mutual" 
basis  as  a  cooperative  and  noncommercialized  instrument  of 
service.    It  is  an  organization  of  credit  men,  conducted  for 
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the  benefit  of  credit  men  alone,  and  conducted  on  a  non- 
profit-making basis.  It  is  designed  to  provide  an  impartial 
medium  between  creditors,  whereby  those  interested  in  any 
account  may  freely  and  unreservedly  interchange  the  facts 
contained  in  their  ledgers :  (a)  without  the  necessity  of  direct 
reference,  each  to  the  other;  (6)  without  necessarily  divulg- 
ing the  information  under  their  own  names;  and  (c)  at  all 
times  receiving  in  exchange  for  items  contributed  by  them 
the  combined  experiences  of  all  others  interested  in  the  ac- 
count. It  is  thus  a  credit-clearance  system.  Its  aim  is  to 
locate  the  firms  with  which  a  customer  is  dealing;  and,  hav- 
ing found  them,  to  institute  an  investigation  as  to  the  stand- 
ing upon  their  books  of  the  applicant  for  credit.^  It  promptly 
supplies  fresh  and  reliable  data,  files  usually  being  revised 
about  every  sixty  days.  Furthermore,  it  embraces  all  lines 
of  business — a  fact  which  is  important  under  modern  condi- 
tions, since  merchants  often  handle  a  variety  of  products — 
and  it  embraces  the  entire  country  through  the  central  bureau. 
The  inquiry  made  of  the  credit  man  often  leads  him  to  revise 
his  own  file. 

When  the  reciprocal  feature  is  recalled,  whereby  the  sub- 
scriber who  wishes  it  receives  a  number  of  free  reports  for 
every  original  inquiry,  the  cost  by  no  means  seems  unduly 
heavy.  A  certain  number  of  inquiries  are  usually  permitted 
with  the  bureau  subscription,  with  additional  inquiries  sub- 
ject to  a  flat  charge,  or  per  100,  or  subject  to  a  graduated 
scale,  the  charge  decreasing  as  the  number  made  increases. 
Reciprocal  reports  are  furnished  free  to  the  subscriber  who 
indicates  his  desire  on  the  reply  sheet.  One  dollar  is  the 
usual  charge  for  each  original  inquiry,  but  the  figure  ranges 
from  seventy-five  cents  to  one  dollar  and  a  half.  To  obtain 
the  actual  cost  per  report,  due  allowance  should  be  made 
for  the  reciprocal  reports  furnished.  Making  such  allowance,  . 
the  average  cost  was  less  than  ten  cents  per  report  for  the 
12,000,000  reports  furnished  in  1929. 


2  Incidentally,  not  only  does  it  enlarge  the  scope  of  the  inquiry 
beyond  that  of  direct  interchange,  but  it  also  "covers  up"  the  source 
from  which  the  inquiry  comes. 
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Despite  these  advantages,  however,  certain  problems  have 
arisen  in  the  development  of  the  system.  Some  large  con- 
cerns have  felt  that  they  would  give  more  information  than 
they  would  receive,  hence  they  have  been  loath  to  join.  Others 
hesitate  to  divulge  data  with  respect  to  a  temporarily  embar- 
rassed customer  for  fear  it  will  cause  undue  injury  to  him 
and  hence  to  all  his  creditors.  In  fact,  the  bane  of  "carried" 
or  "confidential"  customers  has  stood  in  the  way  of  a  more 
perfect  development  of  the  credit  interchange  theory.  Many 
credit  managers  have  held  back,  so  that  only  one-fifth  of 
the  membership  of  the  National  Association  of  Credit  Men 
to-day  participates,  although  the  interchange  system  covers 
a  major  percentage  of  the  volume  of  business  in  leading 
lines.  To  that  extent,  the  system  is  incomplete  and  the  data 
imperfect  and  unrepresentative.  However,  it  is  stated  that 
to-day  every  member  who  needs  it  is  in  a  position  to  secure 
interchange  service.  To  obviate  a  multiplicity  of  small  local 
bureaus — having  inadequate  staff  and  facilities  because  of 
lack  of  volume  of  operations — ^the  district  bureau  has  been 
established,  whereby  several  places  support  a  single  bureau 
located  within  overnight  mail  time  of  each.  Such  bureaus 
may  be  adequately  financed  and  handle  matters  efficiently 
and  quickly.  Another  problem  arises  from  the  fact  that  the 
bureau  in  the  large  center  may  receive  several  times  as  many 
inquiries  from  bureaus  located  in  other  cities  as  it  does  from 
its  own  membership,  yet  must  provide  the  facilities  to  handlp 
the  latter  expeditiously.  It  cannot  confine  its  service  to  its 
own  membership. 

Finally,  the  problem  remains  of  the  relation  between  the 
interchange  bureau  system  and  the  direct  interchange  of  data 
between  business  houses.  Critics  claim  that  the  bureau  tends 
to  substitute  impersonal  contact  for  direct  exchange  of  data. 
This  view  is  exaggerated.  The  bureau  renders  more  effective 
and  widespread  interchange  of  data,  leaving  direct  contact 
for  those  special  cases  in  which  it  is  peculiarly  required  for 
ascertaining  intimate  data;  and  it  conducts  ordinary  opera- 
tions more  expeditiously  and  efficiently  than  would  otherwise 
be  possible.    The  National  Association  of  Credit  Men  in  the 
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last  few  years  has  sought  to  discourage  too  great  use  of 
the  direct  inquiry  by  pointing  out  its  weaknesses  and  ineffi- 
ciencies. 

The  Huntington  Index 

In  1921,  C.  C.  Henking  of  Huntington,  West  Virginia, 
presented  a  plan  for  using  the  figures  prepared  by  the  inter- 
change bureaus  to  show  the  course  of  collections.  The  credit 
index  was  first  introduced  by  his  local  bureau,  and  has  been 
taken  up  by  some  others.  The  work  has  been  retarded  by 
the  necessity  of  first  coordinating  the  regular  activities  of 
the  various  bureaus. 

The  index  consists  of  a  percentage  of  liquid  accounts  to 
total  outstanding.  From  its  reports  during  the  week,  the 
bureau  totals  the  columns  showing  amounts  owing  and 
amounts  past  due.  Subtracting  the  latter,  it  obtains  a  figure 
of  amounts  currently  collectible.  When  this  derived  amount 
is  divided  by  the  total  outstanding,  the  index  figure  is  ob- 
tained, showing  the  percentage  of  amounts  currently  col- 
lectible. Thus  in  a  national  test  during  the  week  of  May 
30,  1923,  the  totals  reported  outstanding  by  the  53  individual 
bureaus  (52,777  experiences  in  7,743  reports)  were  added 
to  give  $10,036,274.  The  past  due  totals  reported  were  then 
summed,  to  give  $3,039,901,  which,  subtracted  from  the  out- 
standings, gives  $6,996,373  of  liquid  accounts.  This  is  69.71 
per  cent  of  the  total  outstanding. 

Various  problems  exist  in  the  development  of  the  index. 
With  standardization  of  forms  now  prevailing,  the  past  due 
and  outstanding  items  may  be  regarded  as  uniformly  defined 
throughout  the  country.  But  each  bureau  does  not  cover  its 
market  as  thoroughly  as  every  other,  hence  the  representa- 
tiveness of  the  samples  may  well  vary.  Again,  to  raise  a  more 
technical  point,  territories  covered  by  the  bureaus  overlap, 
hence  exact  separation  of  experience  on  a  strictly  geographic 
basis,  according  to  the  subject's  location,  would  seem  ex- 
tremely difficult.  Nevertheless,  it  must  be  admitted  that  the 
plan  holds  promise  for  valuable  results  in  the  future.  It 
should  prove  of  aid  to  the  credit  man  as  a  check  upon  his 
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own  results  in  various  territories,  and  should  indicate  the 
current  status  and  trend  of  collection  conditions  therein. 

Trade  Association  Bureaus 

The  interchange  bureau  began  as  a  local  unit.  However, 
as  earlier  methods  of  exchanging  credit  information  broke 
down,  with  increasing  trade  specialization  and  progressive  ex- 
pansion of  market  areas,  trade  associations  undertook  the  task. 
Of  recent  years,  interchange  has  been  an  increasing  function 
of  trade  association  activity ;  in  not  a  few  bodies,  it  is  now  the 
most  important  single  activity.  In  1928,  out  of  300  asso- 
ciations represented  in  American  Trade  Association  Execu- 
tives, 64  reported  maintaining  credit  bureaus  and  40  dealing 
with  adjustments  and  collections ;  ^  while  in  1922  the  National 
Association  of  Manufacturers  in  its  volume  on  National  Trade 
Associations  stated  that  43  out  of  135  trade  associations  re- 
porting to  it  collected  credit  information.  Several  well- 
known  bureaus  began  operations  thirty  years  ago,  but  the 
great  majority  have  had  their  advent  during  the  post-war 
period.  The  bureaus  themselves  are  confined  to  lines  in 
which  a  real  credit  problem  exists;  in  lines  where  terms  are 
very  short,  and  buyers  of  generally  excellent  standing,  no 
incentive  exists  for  the  establishment  of  a  special  trade  bureau. 

The  bureaus  themselves  differ  greatly  in  scope  and  method 
of  operation.  Some  are  an  integral  part  of  the  association, 
others  a  separate  bureau,  connected  with,  yet  independent 
of  it.  Some  are  local,  others  national,  in  scope.  Some  have 
a  small,  compact  membership  with  which  the  bureau  works 
very  closely,  others  serve  a  large  and  scattered  body  of 
concerns.  Similarly,  there  are  differences  in  methods  of 
operation.  In  general,  two  leading  classes  may  be  distin- 
guished. Some  bureaus  still  operate  on  an  incomplete  system, 
whereby  they  merely  furnish  the  inquirer  with  the  names 
of  the  concerns  dealing  with  the  subject,  and  leave  him  to 
conduct  his  own  investigation  in  order  to  obtain  the  ledger 

3  Proceedings,  Ninth  Annual  Convention,  American  Trade  Associa- 
tion Executives,  September  26-29,  1928,  pp.  243-244.  Operations  of  11 
bureaus  are  summarized  on  pp.  161-166, 
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facts  desired.  Other  bureaus  conduct  the  investigation  them- 
selves and  render  reports  thereon. 

The  incomplete  system  was  originally  employed.  Each 
member  submits  to  the  ofHce  a  list  of  all  his  customers  and 
their  addresses.  He  is  assigned  a  number  or  symbol  by  which 
he  may  be  identified,  and  a  key  is  distributed  to  each  par- 
ticipant containing  the  names  of  all  members  and  their 
respective  symbols ;  he  will  then  be  able  to  identify  any 
other  concern  by  its  symbol  whenever  the  latter  shall  appear 
upon  communications  sent  to  him.  The  bureau  prepares  a 
card  bearing  the  name  of  each  customer  filed  with  it,  and 
enters  thereon  the  symbol  of  each  member  dealing  with  him. 
Upon  receiving  an  inquiry,  either  by  correspondence  on  a 
regular  ticket  form,  or  by  telephone,  the  bureau  consults  the 
customer's  card,  and  advises  the  inquirer  of  the  numbers 
of  all  members  known  to  be  interested;  i.e.,  those  who  have 
dealings  with  the  subject.  At  the  same  time  it  adds  the  in- 
quirer's symbol — ^if  not  already  there — ^to  the  customer's  card, 
in  order  to  keep  the  file  up  to  date.  Upon  receiving  this 
information,  the  inquirer  consults  the  key  and  ascertains  the 
names  of  the  houses  in  question.  Prom  these  he  may  obtain 
information  by  calling  upon  them;  by  having  a  credit  de- 
partment investigator  visit  them;  or,  finally,  by  speaking 
to  them  over  the  telephone.  Investigations  under  this  system 
are  generally  oral ;  they  are  rarely  made  by  correspondence, 
unless  members  of  the  bureau  are  located  in  different  cities. 

The  advantages,  as  well  as  the  limitations,  of  any  such 
method  are  obvious.  The  inquirer  knows  the  source  of  the 
data,  hence  can  better  judge  its  significance.  He  may  ask 
many  questions  other  than  the  amount  owing,  method  of  pay- 
ment, and  general  opinion  of  the  account;  but  if  the  inter- 
view is  a  general  one  there  may  be  an  absence  of  that  entire 
candor  that  is  essential  to  correct  credit  interchange.  Con- 
duct of  the  bureau  itself  is  inexpensive  and  the  cost  falls 
upon  the  inquirer.  Yet  it  is  expensive  for  the  results 
achieved;  much  work  is  necessary  and  time  is  consumed  in 
obtaining  the  ledger  facts  themselves,  and  if  a  report  is  de- 
sired for  future  reference,  it  must  be  written  up  by  the 
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inquirer.  Hence,  the  complete  report  system,  which  goes  a 
step  further,  is  becoming  of  ever-increasing  importance. 
Even  in  1910,  seventeen  out  of  thirty  local  credit  men's  bu- 
reaus compiled  data  instead  of  merely  furnishing  references. 
The  complete  report  system  is  operated  in  a  manner  similar 
to  that  followed  by  the  credit  men's  bureaus.  Members  are 
identified  by  symbols,  and  a  card  is  prepared  for  each  cus- 
tomer and  placed  in  alphabetical  order  in  a  customers'  card 
file.  In  the  actual  manner  of  obtaining  information  from 
members,  several  different  methods  are  employed.  Many  bu- 
reaus prepare  a  separate  reply  ticket  for  each  concern  about 
which  inquiry  is  made,  as  do  the  credit  men 's  bureaus.  Others 
prepare  daily  for  each  member  a  special  list  or  report  sheet, 
containing  the  names  of  all  his  customers  about  whom  the 
bureau  has  received  inquiries  that  day.  Finally,  bureaus 
with  a  limited  membership  list  daily  on  a  single  sheet  all 
names  inquired  for  during  the  day,  and  send  a  copy  thereof 
to  each  member.  These  sheets  may  be  taken  to  the  member 
by  messenger,  or  sent  by  mail,  but  the  telephone  may  be 
used  if  speed  is  essential.  In  any  event,  the  member  supplies 
the  necessary  information  about  his  customers  included  in 
the  list,  which  is  mailed  or  called  for;  it  is  then  "cleared" 
or  tabulated  by  the  bureau  by  making  separate  reports  upon 
each  person  about  whom  an  inquiry  has  been  made.  The 
resulting  report  is  sent  to  the  inquirer,  and  a  free  copy  to 
each  contributor — or,  in  some  cases,  to  every  member  of  the 
bureau — ^while  a  number  of  copies  are  placed  in  the  bureau's 
report  file.  Some  bureaus  furnish  each  member  with  a  key 
to  the  symbols  by  which  the  membership  is  designated,  so 
that  he  can  ascertain  which  concerns  furnish  the  informa- 
tion. Others,  however,  do  not,  and  much  difference  of  opinion 
exists  as  to  which  practice  is  preferable.  A  few  bureaus 
cooperate  with  bureaus  in  other  industries  or  places,  with 
which  they  will  exchange  data;  but  the  great  majority  do 
not  do  this.  The  same  is  true  in  obtaining  data  direct  from 
nonmembers  of  the  bureau  in  order  to  make  the  report  more 
complete.  The  time  elapsing  before  a  new  clearance  is  made 
varies  all  the  way  from  sixty  days  to  six  months. 


CEEDIT  INTERCHANGE  BUREAUS  201 

Like  the  special  mel'cantile  agency,  the  advantage  of  the 
trade  interchange  bureau  partly  lies  in  the  rapidity  and 
speed  with  which  it  can  often  obtain  data.  And  it  can  bring 
into  prominence  special  features  of  peculiar  importance  in 
the  trade  in  question,  which  the  general  form  does  not.  Thus 
the  Millinery  Jobbers  Association  Credit  Bureau  shows  re- 
turned merchandise  and  seasonal  purchases,  as  well  as  meth- 
ods of  settlement,  such  as  by  note  or  draft.  But  the  trade 
bureau  has  the  disadvantage  of  limited  scope,  both  terri- 
torially and  in  line  of  business.  It  does  not  adequately  cover 
a  variety  of  markets  or  trades. 

Other  Trade  Association  Credit  Work 

Some  trade  associations  have  carried  their  credit  work 
much  further  than  mere  interchange  of  ledger  information. 
Certain  ones  practically  operate  a  special  mercantile  agency 
on  a  cooperative  basis.  They  obtain  antecedent  data  and 
financial  statements — in  some  eases,  on  their  own  forms — 
as  well  as  trade  information,  which  they  use  as  a  basis  for 
elaborate  credit  files  and  master  cards.  At  times,  they  use 
local  attorneys  and  banks,  while  in  the  market  itself  investi- 
gators visit  members  daily  for  trade  and  other  information. 
These  bodies  practically  compile  special  reports  for  their 
members,  based  upon  complete  credit  information  drawn  from 
all  the  leading  sources.  And  they  may  make  special  investi- 
gations of  credit  and  related  factors.  For  example,  if  the 
purchaser  be  a  craftsman  an  estimate  of  the  quality  of  his 
work  is  highly  important ;  if  his  work  were  of  inferior  quality 
it  might  reflect  discredit  upon  the  manufacturer  whose  prod- 
uct he  buys.  Good  tile  has  to  be  set  properly  to  yield  ulti- 
mate satisfaction.  Whether  or  not  the  purchaser  is  equipped 
to  do  this,  the  bureau  can  ascertain. 

Another  popular  activity  has  been  that  of  credit  checking. 
Certain  associations  have  not  been  content  in  recent  years 
merely  to  procure  and  dispense  information.  Instead,  they 
have  added  their  recommendation  to  ship  or  not  to  ship  the 
specific  order  of  goods  about  which  the  member  inquires,  or, 
if  this  information  is  not  given,  at  least  they  give  their 
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judgment  of  the  risk.  This  line  of  work  has  been  under- 
taken chiefly  in  the  women's  apparel  trades  in  New  York, 
but  also  by  associations  which  provide  an  elaborate  special 
report  of  the  kind  just  mentioned.  The  individual  member 
is,  of  course,  free  to  be  guided  by  the  association's  conclusion, 
or  not,  as  he  sees  fit. 

Some  of  these  associations  also  send  members  a  weekly, 
or  in  some  cases  a  monthly,  bulletin  containing  various  credit 
facts.*  Other  organizations  which  undertake  no  systematic 
interchange  or  checking  work  often  do  the  same.  In  this 
bulletin  there  may  be  included  information  of  actual  or  pro- 
posed changes  in  Federal  and  state  legislation  relative  to 
matters  such  as  collections,  bankruptcy,  and  conditional  sales. 
Of  more  immediate  interest,  a  list  of  bankruptcies,  creditors' 
agreements,  incorporations,  and  consolidations  is  often  in- 
cluded; there  may  also  be  included  a  list  of  loans,  chattel 
mortgages,  attachments,  judgments  filed,  protested  paper  and 
bad  checks,  and  missing  debtors.  Some  of  these  organizations 
receive  regular  reports,  sometimes  in  code,  of  trade  abuses; 
also  reports  are  submitted  of  accounts  past  due  ninety  days, 
or  settled  by  note.  These  may  be  included  in  the  bulletin, 
or  in  the  light  of  its  knowledge  the  association  may  first 
approach  the  person  reported  for  bad  practices  or  delin- 
quency in  payment,  and  perhaps  may  place  the  name  in  the 
bulletin  only  in  the  event  of  failure  to  make  amends.""  Up 
to  date  listings  and  ratings  may  be  published  in  loose  leaf 
or  book  form  at  longer  intervals.  "While  these  methods  may 
prove  effective  through  the  pressure  brought  to  bear  on  the 
customer,  their  use  raises  certain  legal  questions  which  are 
considered  in  the  next  section. 

Finally,   many   associations   operate   a   collection   bureau, 

*  See  E.  E.  Olson  and  J.  W.  Hallman,  Credit  Management  (New 
York,  1925),  pp.  103f.,  for  a  description  of  the  operations  of  the 
Building  Material  Dealers  Credit  Association  of  Los  Angeles. 

sThus,  e.g.,  the  Electrical  Credit  Association  states  that  "the 
majority  of  concerns  pay  upon  receipt  of  the  member's  notice  (that 
he  will  report  the  account  to  the  Association  if  not  paid  by  a  certain 
date),  and  that  68  per  cent  of  the  accounts  which  are  actually  re- 
ported to  the  Association  are  paid  immediately  upon  receipt  of  the 
letter  which  the  Association  writes,"  giving  the  concern  a  hearing 
before   placing  it  in  the   bulletin. 
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regardless  of  whether  they  check  credit  or  merely  interchange 
data.  It  is  generally  felt  that  association  collection  service 
is  peculiarly  effective,  and  obtains  quick  collection  at  small 
expense,  especially  of  small  accounts  which  would  otherwise 
be  neglected.  Other  bodies  operate  adjustment  bureaus  and 
arbitration  services.  In  all  these  cases,  there  is  a  certain 
pressure  brought  to  bear  upon  the  customer,  through  asso- 
ciation action,  but  the  legal  aspect  cannot  be  disregarded. 

The  Legal  Problem 

Two  legal  problems  arise  with  respect  to  trade  association 
credit  work :  to  what  extent  is  it  permitted  under  the  general 
law  of  torts  (including  defamation)  and  to  what  extent  under 
the  antitrust  laws?  Collateral  thereto  is  the  question:  to 
what  extent  may  it  be  conducted  without  making  the  asso- 
ciation and  its  members  liable  for  damages?  One  authority 
has  commented  that  "the  anomaly  in  the  American  law  ap- 
pears to  be  that  the  mercantile  agency,  conducted  for  profit, 
has  already  acquired  the  immunity  of  the  defense  of  condi- 
tional privilege,  while  the  voluntary,  nonprofit-making  trade 
association  has  not  yet  established  similar  rights  and  priv- 
ileges. ' ' "  The  legal  limits  are  still  in  process  of  being  out- 
lined. The  purpose  of  the  activity,  the  means  adopted,  and 
the  effectiveness  necessary  to  protect  members  against  the 
frauds  and  irresponsibilities  of  delinquent  debtors,  must  all 
be  considered. 

Interchange  work  is  regarded  as  lawful.  That  is  to  say, 
an  association  may  assemble  information  regarding  the  finan- 
cial standing  and  personal  character  of  applicants  for  credit, 
and  may  deliver  this  information  concerning  particular  par- 
ties to  credit  grantors  upon  specific  request.  This  com- 
mercial function — the  reasonably  diligent  assembling  of 
honest  facts  by  lawful  means,  and  their  distribution  for  a 
consideration — is  permitted,^  and  can  be  carried  on  by  a 
group  of  credit  grantors.^    It  is  conceded  to  be  lawful  both 

6B.  S.  Kirsh,  Trade  Associations:  The  Legal  Aspects  (New  York, 
1928),  p.  112. 

TXique  v.  Bradstreet,  70  Hun.  334  (New  York,  1893),  affirmed  141 
N.  Y.  605    (1894). 

sPutnal  V.  Inman,  80  So.  316    (Florida,  1919). 
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in  cases  arising  under  the  antitrust  laws  and  in  those  brought 
for  defamation  of  character.  The  information  must  not,  of 
course,  be  deliberately  falsified  or  maliciously  published, 
otherwise  those  who  give  it  and  those  who  distribute  it  may 
be  liable  for  misrepresentation  or  defamation.^  Affirmative 
recognition  of  the  legality  of  properly  conducted  credit 
bureaus  is  found  in  several  recent  antitrust  decisions.^" 

"Whether  or  not  an  association's  members  may,  by  actual 
agreement  or  by  tacit  understanding,  withhold  credit,  has 
always  been  regarded  as  a  radically  different  matter.  It  was 
thought,  in  the  apparent  absence  of  adjudication  of  the  issue 
by  the  courts,  that  the  practice  was  illegal.  Specific  agree- 
ment not  to  extend  credit  to  applicants  failing  to  satisfy 
certain  minimum  standards  was  forbidden  in  the  cement  and 
tile  cases  in  the  United  States  district  courts.  In  the  first, 
the  defendants  were  enjoined  from  "agreeing  to  refuse  to 
make  sales  to  particular  customers  or  from  agreeing  upon 
circumstances  or  conditions  which  shall  exclude  customers 
from  extended  credit."  The  tile  decree  seemed  by  implica- 
tion to  strike  at  the  existence  of  the  tacit  understanding  to 
withhold  credit  from  delinquent  or  undesirable  debtors — 
those  on  the  so-called  black  list — and  it  also  struck  at  the 
white  list.  The  gypsum  decree  established  a  similar  position. 
At  least  the  practice  seemed  to  be  subject  to  sharp  court 
scrutiny. 

But  in  May,  1925,  the  United  States  District  Court  for 
the  Southern  District  of  New  York  upheld  the  practices  of 
the  Fur  Dressers'  and  Fur  Dyers'  Association,  Inc."  This 
association  issued  monthly  to  its  members  a  confidential  list 

8  Bank  v.  Ludlum,  49  Minn.  344  (1891) ;  Patterson  v.  Evans,  153  Mo. 
App.  684  (1915);  Northwestern  Detective  Agency  v.  Winona  Hotel, 
179  N.  W.  1001    (Minnesota,  1920). 

10  For  example,  Cement  Manufacturers  Protective  Association,  et  al. 
V.  U.  S.,  268  U.  S.  588,  604    (1925). 

11  United  States  v.  Pur  Dressers'  and  Fur  Dyers'  Association,  Inc.,  et 
al.,  5  Fed.  (2nd.)  869  (D.  C.  S.  D.  N.  Y.  1925).  While  the  opinion 
has  not  been  reviewed  by  a  higher  court,  the  subsequent  opinions 
of  the  United  States  Supreme  Court  in  the  cement  and  maple  flooring 
cases  seem  to  lend  support  to  it,  in  certain  respects,  at  least,  since  in 
both  instances  the  legality  of  the  particular  methods  employed  was 
determined  on  the  basis  of  whether  or  not  they  served  a  useful  and 
necessary   purpose. 
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of  aU  customers  whose  accounts  had  been  unpaid  for  a  period 
exceeding  fifty  days,  provided  the  account  exceeded  $100, 
and  was  undisputed.  The  rules  provide  that  members  shall 
do  business  only  on  a  cash  basis  with  concerns  so  listed. 
There  was  no  agreement  compelling  members  not  to  deal,  nor 
other  attempt  made  to  coerce  a  debtor  into  paying,  nor  were 
disputed  accounts  listed.  The  practice.  Judge  Bondy  de- 
cided, "does  not  go  beyond  the  reasonable  requirement,  to 
correct  the  abuses  which  have  crept  into  the  trade,"  and 
hence  is  not  an  agreement  unreasonably  suppressing  com- 
petition or  restraining  trade.  In  arriving  at  this  decision, 
conditions  in  the  fur  trade  were  cited,  such  as  the  fact  of 
1,090  insolvencies  in  New  York  City  from  1911  to  1923,  with 
aggregate  liabilities  of  $47,150,000;  the  small  size  of  bills, 
which  ranged  from  $20  to  $25  each;  and  the  rapid  growth 
of  trade  abuses.  It  covered  this  point  and  also  held  that  it 
is  not  a  cause  for  action,  to  notify  a  customer  that  if  he 
does  not  pay  a  bill  his  name  will  be  given  to  the  association 
as  a  delinquent  debtor.  Other  state  courts  have  also  adopted 
this  view,  where  the  practice  may  be  regarded  as  one  of 
protecting  the  membership  against  delinquent  or  dishonest 
debtors,  rather  than  as  a  means  of  coercion. 

Trade  associations  in  various  industries  have  often  at- 
tempted to  standardize  terms  of  sale.  In  general,  they  have 
recommended  certain  regular  or  standard  terms  to  their  mem- 
bers, leaving  the  latter  to  employ  them  or  not  as  they  see  fit. 
These  terms  either  represent  the  custom  which  has  arisen 
in  the  industry  or  they  represent  an  ideal  designed  to  raise 
the  standard  of  credit  practice.  In  any  event,  many  have 
contended  that  specific  agreement  on  terms  by  an  association, 
with  provisions  for  their  enforcement,  is  illegal.  They  base 
their  view  on  the  fact  that,  although  merely  recognizing  the 
tendency  to  use  stereotyped  terms  which  exists  in  well-estab- 
lished industries  regardless  of  agreement,  the  practice  tends 
to  prevent  flexible  adaptation  of  terms  to  changing  conditions 
and  individual  buyers'  needs.  As  such,  they  hold,  the  prac- 
tice bears  a  direct  relationship  to  price  determination,  and  is 
opposed  to  public  policy. 
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The  Credit  Clearing  House 

Unlike  the  bodies  previously  discussed,  the  Credit  Clearing 
House  is  privately  owned.  It  was  established  in  1888  in 
Detroit.  A  pioneer  in  national  interchange  of  ledger  experi- 
ence, it  operated  such  a  system  for  many  yeaxs,  at  first  clear- 
ing by  mail  and  later  employing  the  telegraph  for  greater 
speed.  About  1912  it  inaugurated  a  system  for  "checking" 
the  credit  by  advising  a  merchant  definitely  whether  or  not 
to  ship  a  specific  order,  instead  of  merely  furnishing  him  with 
ledger  information.  Gradually  the  new  service  superseded 
the  old.  The  system  is  national  in  scope  and  covers  the  entire 
country  through  thirty-two  district  offices  and  agents  in  about 
one  hundred  and  twenty  cities.  Its  special  strength  lies  in 
the  textile  and  allied  lines,  and  retailers  are  in  the  great 
majority  among  the  files  it  maintains.  Along  with  its  credit 
checking  service,  the  institution  conducts  the  largest  collec- 
tion agency  in  the  country,  known  since  1923  as  the  affiliated 
"Credit  Clearing  House  Adjustment  Corporation."  All 
claims  filed  with  the  collection  department  are  at  once  re- 
ported to  the  checking  department. 

The  service  is  built  upon  accumulation  of  ledger  data.  Each 
subscriber  agrees  to  inquire  on  all  orders,  the  charge  being 
made  only  for  the  initial  inquiry.  When  he  makes  his  in- 
quiry, he  also  gives  information  as  to  size  of  the  order  and, 
if  previously  sold,  amount  owing,  terms,  manner  of  payment 
and  trade  abuses;  and  he  specifically  agrees  to  substantiate 
each  item  if  called  upon  to  do  so.  The  effort  is  to  obtain 
an  up-to-date  register  of  each  subscriber's  customers,  espe- 
cially focused  upon  the  doubtful  risks.  Ledger  information 
may  be  requested  when  necessary  from  subscribers,  or  the 
name  may  be  cleared  within  forty-eight  hours  through  the 
various  offices  by  telegraph  and  telephone.  This  service  cov- 
ers subscribers  and  nonsubscribers  in  any  part  of  the  country. 
To  supplement  the  ledger  data,  a  fijiancial  statement  is  re- 
quested from  each  subject  at  least  once  a  year,  while  bank 
balances  and  other  items  are  verified  as  far  as  possible.  The 
nearest  office  reports  on  antecedents,  reputation,  and  similar 
matters,  using  for  this  purpose  special  investigators,  adjusters. 
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attorneys,  and  banks.  Finally,  the  subject  often  visits  the 
Credit  Clearing  House,  particularly  when  he  comes  to  do  his 
market  buying,  to  discuss  his  situation,  explain  his  needs  and, 
not  infrequently,  to  obtain  advice  regarding  business  meth- 
ods, volume  of  purchases  to  be  made,  etc. 

On  the  ba^is  of  the  information,  the  credit  man  in  the 
Credit  Clearing  House  reaches  a  decision  as  to  terms  and  line 
of  credit  to  be  allowed  currently — a  specified  number  of 
orders  not  to  exceed  a  certain  amount  each  month.  The 
effort  is  to  fix  an  amount  sufScient  for  the  customer's  normal 
purchases  during  the  next  few  months,  with  due  allowance 
for  payments  which  he  will  have  to  make  and  for  amounts 
probably  available  for  payment.  The  credit  data  are  sum- 
marized on  a  master  card,  which  also  contains  the  original 
decision  of  the  credit  man  and  any  revisions  thereof.  When 
an  inquiry  comes  in,  the  card  can  be  referred  to  and  if  the 
decision  is  up  to  date  and  no  danger  signal  appears,  the  recom- 
mendation can  be  given  at  once.  This  may  be  made  in  some 
twenty  different  ways,  all  of  which  represent  variations  of 
"ship"  or  "decline."  The  data  upon  which  the  decision  is 
based  are  ordinarily  not  discussed  with  the  subscriber,  but  the 
reason  for  refusal  to  check  is  given.  Following  the  inquiry, 
each  interested  inquirer  is  notified  of  unfavorable  changes 
that  occur  in  the  subject's  status. 

In  1924,  the  Credit  Clearing  House  inaugurated  a  so-called 
"guaranteed  service."  A  part  of  the  fee  was  set  aside  in  a 
special  fund  to  meet  bad  debt  losses  incurred  to  subscribers 
because  of  error  in  the  advice  they  received  from  the  organiza- 
tion. The  plan  represented  a  combination  of  credit  insurance 
and  credit  checking,  although  technically  no  insurance  policy 
was  written.  The  guarantee  feature  was  discontinued  in 
1926. 

Subscribers  are  permitted  to  use  the  Credit  Clearing  House 
emblem  on  their  stationery.  They  may  use  one  "free  de- 
mand" letter  for  collection  of  each  account,  followed  after 
ten  days  by  a  second  more  drastic  letter,  and  thereafter  the 
allied  collection  organization  is  available  for  a  special  fee.  A 
subscriber  who  reports  all  accounts  thirty  days  or  more  past 
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due,  receives  advice  when  necessary  concerning  such  accounts. 
A  weekly  publication,  called  Credit,  is  sent  to  all  subscribers. 
It  contains  charts  and  information  concerning  purchases,  pay- 
ments, and  indebtedness  arranged  according  to  sections  of  the 
country.  It  also  supplies  other  data  useful  for  sales,  credit, 
and  collection  purposes. 

Credit  Checking 

Credit  checking,  instead  of  mere  interchange  of  informa- 
tion, represents  an  attempt  to  save  time  and  effort,  and  also 
to  conduct  more  effective  credit  work.  The  Credit  Clearing 
House  maintains  that  the  use  of  a  variety  of  sources  in  ob- 
taining credit  information  is  a  great  waste  of  time  and  dupli- 
cation of  effort ;  and  that  to  place  the  great  mass  of  informa- 
tion which  it  has  assembled  before  the  credit  man  involves 
duplication  by  the  credit  man  in  the  individual  concern  in 
judging  the  risk.  Viewed  in  both  these  ways,  it  claims,  the 
centralized  system  is  more  economical.  Furthermore,  if  the 
system  operates  on  a  widespread  scale,  it  receives  continual 
inquiries  and  data  with  respect  to  purchasing  and  payment 
activities  of  many  concerns.  This,  combined  with  the  clear- 
ance data  and  supplementary  information  obtained  through 
other  channels,  will  give  a  reasonably  complete  or  at  least 
representative  and  up-to-date  view  of  the  concern's  opera- 
tions. The  central  organization,  it  is  felt,  can  visualize  the 
subject  much  more  completely  and  broadly  than  can  the  in- 
dividual seller,  and,  unbiased  by  any  profit  or  loss  on  the 
order  submitted,  can  judge  him  more  accurately.  The  trade 
associations  tend  to  rely  largely  on  the  skill  of  their  credit 
man,  but  the  commercial  credit  checking  organization  makes 
careful  study  of  credit  needs  in  the  light  of  merchandising 
conditions.  It  considers  the  credit  basis  afforded  by  the 
concern's  operations,  and  is  in  an  especially  good  position  to 
detect  dangerous  or  fraudulent  tendencies,  such  as  overbuy- 
ing, perhaps  in  anticipation  of  failure. 

The  increased  tendency  towards  credit  checking  has  not 
passed  unchallenged.  Particularly  is  this  the  case  where  the 
organization  furnishes  information  only  in  event  of  a  request 


CEEDIT  INTERCHANGE  BUREAUS  209 

by  the  subscriber.  At  several  of  its  annual  conventions  the 
National  Association  of  Credit  Men  has  adopted  resolutions 
condemning  the  practice  of  checking  from  a  central  bureau. 
It  feels  that  the  plan  tends  to  supplant,  rather  than  to  supple- 
ment, the  work  of  the  individual  credit  man  in  the  business 
house,  and  to  make  credit  granting  at  once  a  mechanical  and 
an  impersonal  matter  as  between  the  individual  seller  and  his 
customer.  On  the  other  hand,  it  is  claimed  that  impersonality- 
avoids  losses,  because  credit  men  lose  much  less  on  the  ac- 
counts of  customers  personally  unknown  to  them.  However, 
the  organization  believes  that  this  practice  carries  the  danger 
of  a  denial  of  credit,  or  its  undue  curtailment  to  a  customer 
in  case  the  moral  risk  factor  is  stronger  than  the  financial. 
Also,  it  places  a  tremendous  power  in  hands  of  those  who,  if 
they  use  it  arbitrarily,  may  apply  it  unfairly  both  for  sub- 
scribers and  for  those  whose  accounts  are  being  checked.  It 
may  be  noted  that  coincident  with  the  change  in  the  activities 
of  the  Credit  Clearing  House,  from  interchange  to  checking, 
has  come  the  great  growth  in  the  interchange  system  of  the 
National  Association  of  Credit  Men.  This  growth  has  helped 
to  fill  the  gap  left  when  the  other  body  withdrew  from  the 
field  of  furnishing  information  and  undertook  to  center  its 
activities  upon  credit  checkiag. 

What  conclusion  then  can  be  reached  with  respect  to  this 
practice  ?  The  answer  to  the  question  hinges  upon  the  rela- 
tive effectiveness  of  the  credit  work  undertaken  in  relation 
to  its  cost.  The  small  concern  in  which  the  volume  of  busi- 
ness is  insufficient  to  maintain  a  regular  credit  man  may  well 
find  that  the  organization's  work  is  far  more  effective,  and 
that  it  gets  an  immediate  ruling,  too.  Particularly  will  cheek- 
ing be  valuable  in  lines  of  business  in  which  the  doubtful 
credit  risks  predominate,  and  in  which  much  change  in  stand- 
ing occurs.  And  it  is  in  just  such  lines — with  many  small 
sellers  incapable  of  conducting  their  own  credit  work,  and  a 
host  of  doubtful,  rapidly  changing  buyers— that  credit  check- 
ing began.  Either  a  trade  association  or  a  commercial  or- 
ganization has  stepped  in  to  render  the  needed  service;  and 
it  is  for  such  cases  that  the  two  general  mercantile  agencies 
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instituted  their  consulting  and  credit  checking  services  in 
New  York. 

But  with  the  large  concern  the  case  is  diiferent.  Disregard- 
ing questions  of  cost  of  assembling  information  and  duplica- 
tion of  effort,  several  queries  may  be  raised:  is  the  lack  of 
personal  contact  good,  and  is  it  possible  in  a  central  bureau 
to  treat  satisfactorily  credits  extended  by  different  houses 
with  different  policies?  Does  a  single  judgment  of,  e.g.,  four 
orders  of  $1,000  each  per  month,  modified  if  necessary  and 
desirable,  sufiSciently  cover  the  situation?  Sales  policies 
differ,  yet  the  decision  is  not  flexible  or  responsive  to  the  in- 
dividual seller's  situation.  Again,  might  not  the  bureau  be 
ultraconservative  and  deny  credit,  just  as  might  an  indi- 
vidual credit  man,  in  order  to  avoid  possible  loss  and  to  make 
a  good  showing?  In  other  words,  must  not  the  problem  be 
considered  also  from  the  seller's  angle,  or  does  it  suffice  merely 
to  take  an  impartial  analysis  of  the  buyer's  requirements  and 
standing?  Perhaps  we  may  even  ask,  which  is  of  paramount 
importance?  The  work  of  the  bureau  would  seem  to  be 
most  useful  as  a  cheek  upon  the  judgment  reached  inde- 
pendently by  the  credit  man  in  the  larger  house,  assuming 
that  he  does  not  rely  solely  upon  the  recommendation  given. 
The  claim  that  many  large  concerns  to-day  subscribe  to  the 
Credit  Clearing  House  service  substantiates  this  idea. 

The  National  Credit  Office 

The  National  Credit  Office,  Inc.,  of  New  York  was  estab- 
lished in  1900,  and  has  operated  its  present  service  for  textile 
manufacturers  since  1912.  It  aims  to  carry  on  intensive 
credit  work  for  mills,  commission  houses,  factors,  and  con- 
verters; and  its  management  estimates  that  its  subscribers 
sell  over  90  per  cent  of  the  volume  of  business  in  piece  goods 
transacted  with  cutters  in  the  country.  It  covers  converters, 
jobbers,  and  department  stores  as  well.  These  lines,  especially 
the  women's  wear  branch,  are  subject  to  seasonal  and  style 
hazards  and  show  considerable  change  in  their  composition 
over  a  period  of  time.  Many  concerns  have  been  in  business 
for  less  than  three  years,  while  the  standing  of  many  others 
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is  changing.  For  purposes  of  convenience,  the  organization 
divides  these  classes  of  customers  into  six  classes  of  credit: 
four  good — in  varying  degrees — one  bad,  and  one  doubtful. 
Hence  it  describes  its  service  as  the  "classification"  of  risks. 
In  its  reports  it  carries  either  a  suggestion  of  a  definite  line 
of  credit  or  else  a  summary  classifying  the  credit  standing 
of  the  subject. 

The  National  Credit  Office  prepares  special  reports,  which 
present  the  data  on  the  subject  under  three  heads:  (1)  his- 
tory and  method  of  operation,  (2)  investigation,  general  com- 
ment, and  summary  (ledger  experience  and  trade  comment), 
and  (3)  financial  statement  and  analysis.^^  While  the  credit 
work  under  headings  one  and  three  is  thorough,  conducted  by 
a  specialized  staff  serving  a  large  proportion  of  the  industry, 
that  under  the  second  heading  provides  a  distinctive  feature. 
Subscribers  are  requested  to  send  in  monthly  names  of  houses 
being  sold  for  the  first  time;  and  this  gives  an  indication  of 
purchasing  activity.  Monthly  reports  on  past  due  and  de- 
clined accounts  are  also  desired  and  a  monthly  ledger  ab- 
stract is  prepared  for  each  branch  of  the  industry,  showing, 
for  each  subject:  total  number  reporting  new,  declined,  past 
due,  amounts  past  due,  disputed  and  placed  for  collection. 
Trade  investigation  is  made  periodically  by  means  of  per- 
sonal calls  or  through  the  mails.  A  form  containing  twenty 
selected  names  is  mailed  to  a  wide  list  of  sources  of  supply 
with  a  request  for  their  experience  and  comments,  and  the 
results,  after  being  tabulated,  are  incorporated  in  the  regular 
reports.  Again,  at  the  close  of  each  season,  an  investigation 
is  made  to  see  how  well  the  concern  has  liquidated. 

The  summary  represents  the  decision  reached  by  the  credit 
man  on  the  basis  of  all  the  information.  The  object  is  to 
consider  total  credit  requirements  and  number  of  interested 
sources  of  supply,  so  as  to  arrive  at  an  average  line  of  credit. 
The  decision  is  thus  based  in  large  part  upon  a  combination 
of  the  credit  and  merchandising  aspects.  It  reveals  the 
opinion  of  the  trade  that  the  buyer  is  entitled  to  a  specified 

3  2  For  a  specimen,  see  A.  F.  Chapin,  Credit  and  Collection  Principlea 
and  Practices  (New  York,  1929),  pp.  194-198. 
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line  of  credit,  which  information  the  organization  furnishes 
to  the  subscriber  for  his  consideration.  The  figure  applies, 
of  course,  only  when  a  number  of  sources  of  supply  exist,  and 
does  not  represent  the  amount  which  a  principal  source  would 
extend  and  from  which  a  large  part  of  the  concern's  pur- 
chases are  made.  An  automatic  follow-up  service  is  furnished 
to  members  on  each  name  as  long  as  they  are  interested  in  it ; 
and  large  suppliers  automatically  receive  complete  service  on 
distinct  trades. 

Activities  in  the  other  credit  fields  mentioned  in  Chapter 
VII  are  conducted  in  a  manner  similar  to  those  in  the  textile 
field.  Among  other  specialized  activities  is  a  sales  service, 
instituted  ia  1924.  It  is  a  market  analysis  of  buyers  of  par- 
ticular commodities,  designed  to  give  a  list  of  sales  prospects, 
as  well  as  information  as  to  changes  in  sales  status  of  present' 
customers. 
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CHAPTER  X 

SALESMEN  AND  ATTORNEYS  AS  SOURCES  OF 
CREDIT  INFORMATION 

Modern  industry  and  commerce,  with  their  large  scale  oper- 
ation, and  the  extensive  territory  served  by  the  radividual 
house,  have  intensified  the  difficulties  of  conducting  business. 
Distance  and  the  size  of  the  buying  and  selling  imits  often 
hinder  direct  contact  between  two  parties  to  a  transaction. 
No  other  department  suffers  more  inconvenience  from  this 
fact  than  does  the  credit  department.  Lack  of  opportunity 
for  personal  interview  or  plant  visit  often  forces  it  to  have 
recourse  to  those  representatives  who  are  in  personal  touch 
with  the  customer.  The  salesmen  of  the  house  come  in  direct 
contact  with  the  customer,  as  do  local  attorneys  and  local 
banks.  To  them  the  credit  department  accordingly  applies 
for  information. 

Salesman  and  Credit  Man 

To-day  the  salesman  is  frequently  the  only  representative 
of  the  house  who  sees  the  customer  personally,  and  he  typifies 
the  house  to  the  customer.  Moreover,  he  is  often  the  only 
person  in  the  concern  who  visits  the  customer  at  his  place  of 
business,  and  who  is,  therefore,  in  a  good  position  to  become 
acquainted  with  the.  customer's  business  ability  and  local 
reputation.  The  idea  of  utilizing  a  salesman's  abilities  and 
time  for  credit  purposes  is  a  natural  one.  In  practice,  there- 
fore, one  of  the  oldest  sources  of  credit  information  is 
the  advices  and  general  reports  made  by  salesmen  to  the 
credit  departments  of  their  houses.  This  is  true  both  with 
regard  to  people  from  whom  they  accept  new  orders,  and  with 
regard  to  those  who  may  have  been  customers  for  a  long  period 
of  time.  Especially  is  it  true  where  the  salesman  visits  small 
dealers  frequently. 

Yet  here  arises  a  paradox.    Departmentalization  has  often 
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caused  both  salesman  and  credit  man  to  regard  himself  as 
specialized,  serving  primarily  his  department,  and  interested 
only  secondarily  in  the  welfare  of  the  concern  as  a  whole. 
This  conflict  is  intensified  by  a  difference  in  point  of  view 
traceable  to  a  fundamental  difference  in  the  nature  of  the 
work  each  is  called  upon  to  perform.  Bach  task  calls  for 
different  training  and  requires  a  different  temperament. 
Credit  man  and  salesman  are  but  infrequently  combined  in 
one  personality.  Psychologically,  the  salesman  is  optimistic 
and  enthusiastic ;  the  credit  man  is  analytic  and  conservative. 
Pushed  to  an  extreme,  we  find  a  sales  department  trying  for 
volume  of  business  only,  a  credit  department  acting  as  a  watch- 
dog. Each  is  dissatisfied.  The  salesman  feels  he  has  to  sell  a 
bill  of  goods  twice — once  to  the  customer  and  once  to  the  credit 
department,  with  the  latter  the  harder  task.  The  credit  man 
on  his  part  feels  that  his  work  is  multiplied  and  that  the 
difficulty  of  obtaining  information  on  which  to  base  a  judg- 
ment is  intensified  by  lack  of  credit  sense  on  the  part  of  the 
sales  force. 

With  the  passage  of  time,  however,  a  better  understanding 
and  a  recognition  that  both  are  working,  though  in  different 
ways,  for  the  common  good  of  the  enterprise  have  developed. 
The  one  makes  profits  directly,  and  the  other  indirectly — ^by 
avoiding  undue  losses  to  the  house,  while  at  the  same  time 
aiding  in  business  promotion  and  retaining  for  the  house 
the  good  will  of  its  customers.  The  credit  department  is 
profit  producer  as  well  as  loss  reducer.  Intangible  in  its 
results — as  is  the  advertising  department — ^the  credit  depart^ 
ment,  through  its  aid  in  stabilizing  tlie  business,  building 
continuing  relationships  with  desirable  customers,  exemplifies 
one  of  the  conservative  yet  constructive  phases  of  the  house. 
It  is  no  less  essential  than  is  the  sales  department.  Both 
have  the  same  objective — greater  profits  to  the  concern.  Co- 
operation between  them  can  alone  achieve  results;  and  this 
requires  appreciation  by  each  of  the  other's  point  of  view; 
mutual  confidence  and  mutual  respect  are  essential. 

The  credit  man  can  do  much  to  give  the  salesman 
the  credit  point  of  view.     This  means  that  he  must  prop- 
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eriy  coacli  and  encourage  the  salesman.  He  should  invite 
suggestions  from  him,  and  when  necessary  go  over  rejected 
orders  with  the  salesman  interested.  By  explaining  the  salient 
and  decisive  facts — ^without  necessarily  going  into  detri- 
mental particulars — ^he  can  avoid  a  recurrence  of  solicitation 
of  undesirable  concerns,  whose  orders  must  be  turned  down, 
perhaps  after  much  effort  has  been  expended  in  obtaining 
them ;  or  he  can  explain  the  basis  on  which  some  of  them  can 
be  handled.  Again,  when  the  salesman  insists  upon  better 
terms  or  some  other  concession,  the  credit  man  must  consider 
his  views  carefully  and,  having  reached  a  decision,  explain  it 
to  the  salesman  in  such  a  way  that,  if  unfavorable,  the  cus- 
tomer may  be  retained  instead  of  lost.  But  he  must  not 
permit  the  salesman  to  give  the  customer  the  idea  he  is  a 
special  favorite  of  the  house,  and  lead  him  to  request  favors 
which  cannot  possibly  be  granted,  in  the  way  of  taking  un- 
earned discounts,  making  freight  claims,  etc.  The  credit 
man  can  make  further  suggestions  to  the  salesman.  Where 
he  finds  a  customer  worthy  of  a  larger  line  than  he  is  re- 
ceiving, he  must  cooperate  with  the  salesman  to  obtain  that 
larger  volume  of  business  for  his  house,  making  the  sales  force 
realize  it  is  to  their  interest  to  sell  the  best  risks,  and  con- 
versely to  avoid  poor  risks  which  can  only  result  in  loss  to 
the  house  and  reflection  upon  the  salesman.  Again,  he  should 
have  the  idea  of  business  service  in  mind.  He  should  en- 
deavor, with  the  salesman's  aid,  to  improve  the  methods  of 
the  ignorant  or  careless  buyer,  by  showing  him  the  advantages 
of  larger  turnover,  a  markup  which  is  proper  but  not  too 
high,  bank  borrowing  to  take  cash  discounts,  prompt  collec- 
tions, etc.  When  a  customer  is  slipping,  he  should  consider 
carefully  with  the  salesman  ways  and  means  of  saving  him. 
The  salesman  is  often  the  business  adviser  as  well  as  the 
friend  of  the  customer,  and  through  him  the  credit  man  must 
aid  to  get  the  customer  back  on  his  feet.  And,  when  the 
customer  is  merely  getting  slow,  he  should  likewise  cooperate 
with  the  salesman.  The  latter  understands  the  circumstances 
surrounding  the  risk,  and  can  often  collect  the  bill  and  keep 
the  customer's  good  will  in  cases  where  the  credit  man's  letters 


216  CREDIT  AND  ITS  USES 

would  fail  to  get  the  money,  and  might  arouse  antagonism  as 
well. 

The  credit  man  can  also  acquire  the  salesman's  point  of 
view.  He  should  appreciate  the  desirability  of  a  quick  de- 
cision. Not  only  is  this  fair  to  the  salesman,  but  it  creates  a 
good  impression  in  the  mind  of  the  new  customer.  And  in  his 
entire  relations  with  customers  he  must  bear  in  mind  that  his 
object  is  not  only  to  get  the  money,  but  also — and  equally  im- 
portant— to  keep  the  customer.  He  must  be  fair,  human,  and 
approachable.  Some  credit  men,  either  by  accompanying 
salesmen  on  their  trips,  or  by  taking  a  turn  at  selling  them- 
selves, endeavor  not  to  lose  the  salesman's  angle.  At  the 
same  time,  they  acquire  contact  with  the  customers,  and 
obtain  all  the  benefit  that  a  personal  interview  confers,  as 
to  knowledge  of  plant  or  store  and  business  methods.  In  so 
doing,  they  may  eliminate  some  minor  grievances  of  which 
they  had  not  been  aware,  and  perhaps  obtain  some  other  local 
"leads"  for  the  house. 

Salesmen's  Reports 

The  information  which  the  salesman  can  furnish  is  partly 
the  result  of  observation  or  casual  conversation,  while  taking 
the  order,  partly  gossip  which  he  hears,  perhaps  as  the  result 
of  incidental  inquiries  from  other  sources,  such  as  local  banks, 
other  merchants,  and  salesmen  of  competitors.  To  enlist  the 
salesman's  interest,  his  report  must  be  as  easy  and  convenient 
as  it  can  possibly  be  made.  If  it  consumes  too  much  time  or 
contains  inquiries  likely  to  embarrass  the  customer,  his  oppo- 
sition will  be  aroused.  Accordingly,  it  is  often  felt  desirable 
to  confine  his  report  to  such  data  as  cannot  be  obtained  in 
any  other  way;  and  to  avoid  calling  for  information  which 
can  be  obtained  more  readily,  and  often  more  accurately,  from 
other  channels.  The  chief  emphasis  is  placed  upon  fact,  but 
this  is  judiciously  supplemented  by  credit  judgment.  Data 
can  be  obtained  even  from  those  salesmen  who  prefer  not  to 
discuss  credit  or  collection  matters  with  their  customers. 

Concretely,  the  salesman  is  in  a  position  to  advise  on  the 
following  points: 


SALESMAN'S  REPORT  ON  NEW  CUSTOMERS 


ROBINSON    BROS.    &    CO,  Incorpontad,    609-611   W.  .Main  St   LOUISVILLE,  KY. 

Name  of  firm 

Toinn 


Cotmfy- 


Cltm  a  acaettf,  and  tpelt  II  eomcUa 

: P.    O. 


_5tote_ 


Parbienhlp  or  CorporaUoTu. 


Fall 
Name 
of 
Partners 


Une  of  huiinea- 


How  long  In  bualnas- 


Condition  of  stock- 
Number  of  clerks— 

Location  relalioe 
to  business  center — 


IVhat  are  local  opinions 
regarding  habits 


Ability- 


Expenses— 


-Age- 
-Age- 
-Age- 


-MarrieJ— 


-Married— 


-Married- 


Prospect  for  success- 


Value  of  stock- 


Insured  for  how  much- 
Value  of  Real  Estate 
above  IrKumbrances—.— 


Value  of  other  assets— 


Your  estimate  of  total  net 
worth  above  incumbrances— 

Is  he  thought  to  be 
making  money 


Former  occupation- 


REFERENCES: 


Z>a(e- 


SalesmarL- 


EVERY    QUESTION    ON  THIS  REPORT   IS  IMPORTANT.    ANSWER  EACH  ONE. 


Fig.  19.    One  fobm  of  salesman's  ebpobt 
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1.  Nature  and  organization  of  business.  The  former  is 
merely  a  matter  of  observation,  yet  is  of  great  importance  in 
relation  to  merchandise  turnover,  etc. 

2.  Business  methods.  Arrangement  and  condition  of  stock, 
layout  and  appearance  of  store  display,  and  method  of  serv- 
ing customers  and  handling  help,  all  play  an  important  part 
in  determining  the  success  or  failure  of  the  retailer,  and  caa 
be  determined  from  observation.  While  the  nature  of  the 
stock  can  easily  be  observed,  it  is  diflScult  to  estimate  its  value 
with  any  degree  of  accuracy,  although  many  houses  call  for 
this  information.  The  salesman  can  also  note  the  prices  at 
which  goods  are  marked,  and  from  the  gross  margin  determine 
the  general  profitableness  of  the  business.  Finally,  his  knowl- 
edge of  the  customer's  buying  habits  reveals  the  latter 's  busi- 
ness ability,  besides  throwing  some  light  upon  his  attitude 
toward  incurring  obligations,  hence  presumably  upon  his  atti- 
tude toward  paying  bills  he  has  incurred.  Other  data  with 
respect  ta  the  business  which  may  be  called  for  are  insurance 
on  stock,  whether  cash  or  credit  business,  whether  adequate 
books  of  account  are  kept,  rent  and  payroll  expense. 

3.  Location.  The  retailer's  location  is  often  a  leading  fac- 
tor in  determining  the  success  or  failure  of  his  enterprise. 
The  salesman  (on  the  basis  of  his  general  observation  and 
some  coaching  by  the  credit  department)  should  be  able  to 
analyze  its  relation  to  the  business  or  shopping  center,  the 
transportation  or  parking  facilities  of  the  neighborhood,  and 
the  number  and  character  of  passers-by;  on  which  side  of 
the  street  it  is  located,  whether  shady  or  sunny;  its  environ- 
ment, and  the  character  of  nearby  competition. 

4.  Local  conditions.  Movement  or  shut  down  of  local  in- 
dustries upon  which  a  substantial  proportion  of  the  com- 
munity's purchasing  power  depends,  crop  failure,  interrup- 
tion of  traffic  due  to  torn  up  streets,  transportation  difficul- 
ties, etc.,  all  exercise  a  vital  influence  upon  the  customer's 
prosperity.  The  salesman  can  readily  observe  them  and  re- 
port them  to  the  credit  department.  He  can  discuss  the  gen- 
eral conditions  of  the  business  if  he  is  in  touch  with  the  head 
of  the  concern,  and  obtain  much  valuable  data  in  this  manner. 
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5.  Habits  and  local  reputation.  From  direct  questioning, 
as  well  as  through  inquiring  of  other  merchants  and  salesmen 
of  competitors,  the  salesman  can  ascertain  whether  the  cus- 
tomer drinks,  gambles,  or  is  inclined  to  speculate.  He  can 
also  ascertain  how  the  customer  is  regarded  in  the  community, 
both  as  a  citizen  and  as  a  business  man. 

6.  References.  In  the  same  direct  or  indirect  manner,  the 
salesman  can  obtain  "leads"  for  further  investigation.  Names 
of  trade  creditors  can  often  also  be  ascertained  by  noting 
trade-marked  goods  which  are  on  display.  It  is  essential 
that  the  banking  connection  be  given.  Some  houses  which 
do  not  rely  to  any  extent  on  data  obtained  from  salesmen, 
merely  require  them  to  send  references  with  first  orders,  and 
keep  informed  on  current  accounts  only  with  those  salesmen 
who  show  sound  judgment  on  credit  matters. 

7.  iV^e^  worth.  Most  houses  also  desire  an  estimate  of  the 
customer's  net  worth  in  and  outside  the  business.  This  is  not 
so  easy  to  obtain  through  the  salesman,  unless  he  obtains  a 
financial  statement  as  a  general  practice,  which  many  houses 
ask  him  to  do.  A  few  houses  accept  the  buyer's  own  form, 
but  most  desire  use  of  the  form  prepared  by  the  house.  Many 
business  men  are,  however,  reluctant  to  discuss  their  financial 
affairs  with  salesmen. 

8.  Recommendations.  Some  houses  believe  it  of  the  high- 
est importance  that  the  salesman  state  on  the  report  form  to 
what  amount  he  would  recommend  credit.  They  feel  that 
such  a  query  places  more  responsibility  upon  him,  and  makes 
him  more  careful  in  answering  the  remaining  questions. 

Many  report  forms  for  use  on  a  new  account  are  short,  and 
confine  themselves  to  these  leading  items.  In  some  cases  they 
are  merely  included  on  the  back  of  the  order  blank.  Others, 
however,  are  quite  long  and  either  elabora,te  upon  these  mat- 
ters or  else  include  other  items  also,  such  as  age  and  length 
of  time  in  business.  Again,  where  the  business  possesses  no 
distinctive  characteristics,  the  form  used  may  be  equally 
applicable  to  other  industries.  Some  trades  desire  especially 
to  obtain  certain  information  peculiar  to  their  line,  and  have 
drawn  up  their  forms  accordingly.     Moreover,  some  credit 
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men  consciously  frame  the  questions  so  as  to  elicit  a  "yes" 
or  "no"  answer,  while  others  aim  to  obtain  from  the  sales- 
man more  extensive  information.    The  salesman  is  sometimes 


CREDIT  DEPARTMENT 

KEYSTONE  STEEL  &  WIRE  COMPANY 
PEOniA,  ILLINOIS 


Gtnthjveil— I  Bulmit  tile  foUavinc  Kpott  «B 


•IVHn 

Stock  Gomp»n7 — „_ 

-Jartnetahlp 

_JndlTldu»I  _ 

Hamb«n  of  ^""- — w*"*  *f  m«»tIimI  or  SiosI«». 

Henben  of  ^"^- — >J«tn«  ,„,..,    „,  *gj  w.w4«i  or  Sincle._ 

Membets  of  Finti:-'Mam« Age Huricd  or  Single— 

How  long  !n  hiutneu  at  this  p"*"*^  .■  .    - ■  ,  , 

If  new  dealer,  whom  did  ha  iwi-— Jt  .  ,,, , .  ,  ,,  ,  

TVhcre  waa  he  ptevloualy  Inrctw]  T  _____„_„ 


And  what  was  his  hnaiiicas  or  occupation  T_ 
Of  what  docB  his  stock  t^mi^.y 


Capital  En  BusEneu  S , .Is  deader 'jnaking  inoneyr„ 


Amount  annual  sale*  our  goodtl      Annual  tales  compeUtive  goods  ¥_ 

PoTchaie  eompettUv*  goodi  k^        ,  ,    ,  ,,, 


la  a  fair  rctaQ  profit  maintalnedT Dosa  he  look  after  hia  credit  and  coUectiona  carefully*- 

DoM  dealer  secure  note  or  cash  settlement  for  goods  sold  upon  delireryT   , 


What  Is  your  Idea  of  maximum  line  of  credit  we  should  extend  this  customer  at  any  one  Umet_ 
Is  dealer  profreairve  ?_____ Is  he  prompt  pay? 


Personal  hablU  of  individual! Hsto  they  ever  had  financlsl  difficulties T_ 

Kind  of  building  jised  as  salesioomt As  warehouse? ™ 


la  building  owned  w  leased' Probable  Value  ». Insurance  on  building  t- 

Average  Inventory  of  goods  on  hand  | Is  stock  dean?, Insurance  on  stock  «_ 

Up-to-date? Complete? Are  goods  stored  in  warehouse  or  outdoors? „, 

Does  this  account  require  special  attention  by  our  ■credit  department?. .; If  so,  why? , 

What  luggesUon  tave  you  to  offer  to  mfke  us  perfectly  secure  o&  this  account? 

This  firm  buys  principally  from  the  following  houses: 

Name _ , , j^jj,^ 

Name _„ _^ jiddress 

'*»"• ~ Addresa. . 

Name .. Addi*M 

Name ajj«„. 


Do  yoD  recommend  acceptance  of  order? Whn  did  you  get  this  Information  from?_ 


Your  Signature  — 


-.Data  . 


fc^v  J^J"^!!^/  ""J^f ''■™*  ***  '^  ""'"  Information  obUlaable  on  thia  Account  and  wUl  indicate  tp  us  your  penoaal 
Knowledgo  of  actual  conditions  at  this  point 

This  report  must  be  filled  out  once  a  year  on  each  account,  at  time  of  writing  Annual  Contract 

In  case  of  Guaranteed  Contract  make  separate  report  on  Guarantor. 


Fig.  20.    A  second  form  of  salesman's  report 

permitted  to  cover  the  matter  (as  he  often  prefers)  by  letter, 
in  his  own  way.  It  must  be  borne  in  mind,  however,  that  the 
use  of  forms  only  may  be  unsatisfactory;  since  the  salesman 
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may — ^through  the  fact  of  his  being  expected  to  send  some  sort 
of  information — ^make  only  a  desultory  report.  A  slurring  or 
ignorant  report  misleads  the  credit  man.  The  report  must 
be  accurate,  honest,  and  complete,  and  marked  by  good  judg- 
ment. Two  forms  are  reproduced  herewith.  (Figures  19 
and  20.) 

Use  of  Salesmen 

The  value  to  be  attached  to  the  salesman's  report  depends 
in  large  measure  upon  the  salesman  himself.  Some  salesmen 
possess  the  credit  sense  in  high  degree,  and  are  keen  students 
both  of  markets  and  of  men.  They  have  become  so  well 
acquainted  with  their  business  and  their  territory  that  they 
can  judge  a  particular  situation  as  well  as,  if  not  better  than 
the  credit  man.  On  the  other  hand,  many  are  incapable  of 
judging  a  risk,  and  furthermore  desire  to  make  a  good  sales 
record.  They  are  especially  liable  to  be  overoptimistie  if 
they  are  employed  in  whole  or  part  on  a  commission  basis — 
and  most  of  them  are  so  compensated.^  In  short,  the  report 
must  be  judged  in  the  light  of  the  credit  manager's  knowl- 
edge of  the  salesman  and  his  characteristics. 

Policy  as  to  the  use  of  salesmen  varies  greatly  in  different 
houses.  This  is  evident  from  the  diversity  of  report  forms 
mentioned  in  the  preceding  section.  While  most  houses  re- 
quest reports  from  their  salesmen,  only  the  more  progressive 
have  devoted  attention  to  their  proper  training  and  use.  The 
salesman  may  be  reached  systematically  either  through  the 
sales  manual ;  through  periodical  circular  letters  dealing  with 
credit  topics — such  as  weekly  credit  "bulletins"  or  "mes- 
sages"; through  the  convention  and  training  class  method; 
or  through  periodical  talks  and  conferences  by  the  credit 
manager  with  the  salesmen.  But  many  concerns  which  pre- 
pare sales  manuals  include  no  section  therein  on  credits,  or 
else  give  the  topic  merely  a  cursory  review.  And  of  the  far 
larger    number    which    prepare    no    manual,    most   perhaps 

1  But  a  good  man  should  not  have  his  commission  charged  back  to 
him  in  case  the  buyer  becomes  bankrupt.  If  charged  back,  the  salesman 
has  only  gambled  on  his  commission. 
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neglect  entirely  to  educate  their  salesmen  in  credits  in  any 
systematic  way.  Some,  in  fact,  declare  specifically  that  they 
place  little  reliance  upon  the  salesman's  information.  It 
must  be  noted  that  the  use  made  of  him  depends  upon  the 
character  of  the  line  of  business  in  question.  Where  sales 
are  made  to  many  small  retailers  who  are  visited  frequently, 
where  the  average  buyer  is  not  an  excellent  credit  risk,  and 
where  the  line  of  business  is  highly  competitive,  the  aid  of 
the  salesman  is  invaluable.  This  is  true  of  the  wholesale 
drug  and  wholesale  grocery  trades,  for  example,  in  which  the 
salesman  is  in  close  touch  with  his  customers  and  acts  as  a 
regular  business  counselor,  advising  them  on  business  meth- 
ods, collections,  and  bookkeeping  if  necessary.  On  the  other 
hand,  where  sales  are  made  to  large,  well-rated  jobbers,  for 
example,  the  salesman  may  be  used  merely  to  report  inci- 
dentally information  which  comes  to  his  attention,  in  respect 
to  any  of  his  customers. 

Most  frequent  among  reports  requested  from  salesmen  are 
those  on  new  accounts.  With  first  orders  the  salesman  is 
generally  asked  to  fill  out  a  form  of  the  kind  mentioned  in 
the  preceding  section.  This  is  sometimes  the  only  report 
required  of  him,  and  is  made  when  it  counts  for  most.  Other 
cases  of  cooperation  between  the  salesman  and  credit  man  are 
as  follows: 

1.  Report  ty  salesman  on  old  accounts  sKowing  changes 
in  condition.  Where  file  revision  is  required  (not  merely 
as  a  matter  of  routine),  or  advance  information  is  obtained 
on  favorable  or  unfavorable  changes  in  condition,  the  sales- 
man may  be  asked  to  look  into  the  risk,  perhaps  to  inquire 
only  on  certain  phases.  Moreover,  a  weU-trained  salesman 
wiU  be  able  to  pick  up  miscellaneous  information  about  his 
customers  while  he  covers  his  territory,  and  he  can  advise 
the  credit  man  either  by  mail  or  in  conference  upon  his 
return.  Such  items  include,  for  example,  falling  off  of  busi- 
ness, domestic  troubles,  extravagant  living,  putting  on  of 
too  many  sales,  or  apparently  selling  out  or  changing  hands. 
Some  houses  ask  salesmen  to  telegraph  rumors  of  assign- 
ment or  failure.    The  salesman  can  often  detect  the  troubles 
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before  they  become  serious.    Some  bouses  ask  a  brief  report 
of  changes  after  each  call. 

2.  Review  of  customers'  lists  or  route  took  periodically 
with  credit  manager.  Many  concerns  require  that  this  review 
be  made  twice  a  year.  It  is  usually  done  before  the  sales- 
man starts  on  his  trip,  and  shows  the  limit  of  credit  for 
each  customer.  He  may  also  be  given  a  picture  of  each 
account,  showing  amount  owing  and  amount  past  due,  just 
before  he  visits  the  customer,  this  data  being  sometimes 
forwarded  weekly  on  the  names  to  be  visited  within  the  week. 
This  practice  economizes  the  salesman's  efforts  by  eliminating 
obviously  undesirable  risks,  and  directing  his  work  into  sat- 
isfactory channels.  At  the  same  time,  it  affords  an  oppor- 
tunity for  discussion  of  the  risk  and  for  the  elucidation  of 
points  about  which  there  has  not  been  a  complete  under- 
standing between  the  salesman  and  the  credit  department. 
The  salesman  knows  the  situation  of  the  customer  and  is 
prepared  to  discuss  matters  properly.  It  affords  an  oppor- 
tunity, also,  for  that  department  to  enlist  the  salesman's  co- 
operation by  making  him  feel  that  it  is  interested  in  helping 
him  to  get  desirable  business. 

Another  practical  measure  of  cooperation  along  the  same 
line  is  the  planning  of  special  sales  campaigns.  If,  shortly 
before  inventory  time,  the  sales  manager  is  anxious  to  reduce 
the  amount  of  merchandise  on  hand,  he  can  confer  with  the 
credit  manager  as  to  the  concerns  to  be  approached,  and 
plan  a  far  more  intelligent  sales  effort  as  a  result. 

Still  another  measure  is  to  write  to  customers  with  whom 
the  house  has  not. been  doing  much  business.  A  house  may 
send  a  customer  who  has  not  bought  for  several  months  a 
blank  statement  stamped  "last  order — ^March  8,"  for  example. 
This  frequently  uncovers  a  minor  grievance,  of  whose  ex- 
istence the  house  had  been  unaware.  An  adjustment  may 
save  the  account. 

3.  Collection  of  accounts  hy  salesmen.  This  practice  is 
followed  more  frequently  in  the  case  of  sales  to  retailers. 
It  is  helpful  where  the  salesman  covers  a  small  tetritory  and 
makes  frequent  visits  to  his  customers,  with  whom  he  is  in 
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close  contact.  Moreover,  making  him  responsible  for  collec- 
tions, or  using  him  to  collect  past  due  accounts,  tends  to 
keep  him  from  overselling  the  customer. 

Attorneys!  Lists 

The  attorney  is  extensively  employed  by  many  credit  men 
as  a  source  of  information  on  names  in  which  they  are  inter- 
ested. This  practice  is  materially  facilitated  by  reference 
to  one  of  the  regular  attorneys'  lists.  These  lists,  or  direc- 
tories, have  been  published  for  many  years,  one  of  the  leading 
publishing  organizations  dating  back  to  1868.  The  lists  con- 
tain the  names  and  addresses  of  attorneys  throughout  the 
country  who  undertake  collections  and,  incidentally,  credit 
reporting  for  business  houses,  banks,  and  collection  agencies. 
The  organizations  which  prepare  such  lists  usually  charge 
each  attorney  a  small  fee  for  listing.  The  aim  of  the  com- 
piler is  to  secure  in  each  county  seat,  and  in  each  important 
place,  the  names  of  one  or  more  reputable  attorneys  who 
handle  commercial  business.  Lists  are  usually  revised  annu- 
ally, in  most  cases  with  quarterly  supplements,  and,  since 
complaints  made  by  business  houses  are  investigated,  a  list 
published  for  a  number  of  years  should  be  comparatively  free 
of  undesirable  names. 

The  lists  are  distributed  to  business  houses  likely  to  use 
them.  Generally  a  substantial  charge  is  made  for  the  direc- 
tory and  accompanying  service  which  the  compiler  renders. 
The  charge  varies  according  to  the  number  of  credit  blanks 
upon  which  attorneys  will  make  reports.  It  should  be  under- 
stood that  the  compiler  does  far  more  than  merely  furnish 
a  list  of  names ;  in  fact,  his  service  might  aptly  be  designated 
as  the  supervision  of  a  system  for  obtaining  information  from 
attorneys.  Under  the  so-called  "direct"  system,  the  attorney 
returns  his  report  directly  to  the  subscriber.  Under  the 
so-called  "blind"  system,  the  subscriber's  name  does  not 
appear  on  the  report  blank,  but  a  number  is  used  instead 
and  the  report  is  forwarded  to  the  agency,  which  in  turn 
transmits.it  to  the  subscriber.  The  "blind"  system,  while 
more  costly,  makes  it  impossible  for  the  attorney  to  disclose 
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the  inquirer's  name,  and  it  brings  the  attorney  and  his  reports 
more  closely  under  the  agency's  supervision.  It  is  said  by 
advocates  of  this  system  that  information  of  a  confidential 
nature  is  more  easily  obtained,  and  that  replies  are  more 
prompt — although  theoretically  one  day's  loss  of  time  occurs. 
In  addition  to  the  report  blanks,  the  agency  furnishes  certain 
forms  to  facilitate  collection  of  accounts.  These  will  be  dis- 
cussed fully  in  a  later  chapter.  The  agency  protects  the 
subscriber  by  a  bond  against  conversion  and  misuse  of  money 
collected  by  a  listed  attorney,  in  case  the  subscriber  has 
notified  the  agency  that  the  claim  has  been  placed  with  the 
attorney  for  collection. 

Attorneys'  Reports 

There  are  many  reasons  why  an  attorney  is  an  excellent 
medium  for  the  procurement  of  credit  information.  His 
profession  tends  to  put  him  in  close  touch  with  the  business 
life  of  his  community.  Like  the  salesman,  in  the  smaller 
centers  he  sees  the  subject  in  his  setting,  perhaps  knowing 
him  personally  as  well  as  being  acquainted  with  his  place  of 
business.  His  duties  afford  him  much  private  information 
in  respect  to  people's  affairs,  a  large  percentage  of  which 
he  is  at  perfect  liberty  to  utilize  as  credit  material  without 
in  any  way  disclosing  professional  secrets.  His  daily  asso- 
ciation with  matters  in  litigation  opens  to  him  an  ample  field 
of  information;  he  is  frequently  called  upon  to  act  as  a 
collector  of  claims  against  people,  or  to  act  in  behalf  of  clients 
in  cases  where  accounts  are  of  a  disputed  character. 

From  this  brief  sketch,  it  is  obvious  that  the  attorney 
is  in  a  position  to  furnish  much  valuable  information.  In 
general,  his  data  are  not  unlike  those  furnished  by  salesmen, 
though  furnished  from  an  entirely  different  viewpoint,  and 
tapping  sources  not  available  to  the  salesman.  In  fact,  they 
pertain  to  the  same  topics,  and  in  addition,  to  two  others : 

1.  Value  and  status  of  real  property.  Many  attorneys  are 
expert  in  estimating  property  values  in  their  community. 
Their  estimates  thus  afford  a  useful  check  upon  the  valuation 
presented  by  customers  or  by  the  mercantile  agency.     They 
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Report  Blank 


United  SUtM  Fidelity  ud  Gnannty  Company 

DepulDUit  of  GnusBtccid  AttomcTS 

Bom  OSm.  BBltiBum,  Hd. 

Report  on — —- ; ^ 

gent  to ________—— CoireBpondent  at  _ 

Date  Bent °»*«  received  - 


Q  NOT  FOBGET  TO  ENCL08K  PROPER  POSTAGE— S««  iMtrnetloM  oa  lh«  Corer  of  tbcM  BUnki 


IMPORTANT  BFIUBN  EBPORT  BELOW  TO  Privilege  explns 

SUBSCRIBER  No. 
Care  of  UNITED  STATES  FIDELITY  AND  GUARANTY  COMPANY 
DEPARTMENT  OF  GUARANTEED  ATTORNEYS 
75  WiUiBB  StRct  NEW  YORK.  N.  T. 


To  U»  AUoncT :  Our  aobKribir,  vhoM  nun*  or  Bomber  asPMn  hcmo,  Ii  <ntiU*d  to  the  nnrMoU]«  nport  lii 
prior  to  the  data  of  =pl«tloB  ■!»«  nolaj.  FUu*  (tatach  thb  itui  >Dd  B"»«rv«  tor  luture  reforenM.  M  ll«t  you  can  udnki  iDbKritxi 
vnnptlr  In  th,  imnt  of  «i,  chaiwc  in  the  flnnnelal  condition  of  the  p«rly  reowlri  upon  uftor  th»  <U1«  of  jrour  «ply  to  tUi  Inqirirr- 
Yon  mnot  not  mtmI  to  uivona  thi  lut  that  you  hav«  been  uk<d  tat  tliii  Rpoct. 

Upltad  atatfi  Flddllr  uj  Gninnfr  C*> 

JOra  R.  BLAND.  PrMtdmt  C«piUl  paid  In  cuh.  14.500.000  ^'^'a^roSil^  b"^^*^*" 

Name  of  Party  reported  on Date_ 


Cmmtpndna  wOl  pUoM  diUuk  ikia  ttttb  and  fiU  for  ftthirs  n/trme* 


CONFIDENTIAL     (II)  TO  BE  SENT  TO  SUBSCRIBKB  Privilege  expires 

City 

To -At 


Dear  Sir: Kindly  mftil  to  ui  In  enclosed  itamped  envelope  full  ioformation,  baaed  on  your  knowledge  and 

[nvestigation,  as  to  the  age,  dfaracter,  habita,  capital,  reipoosibiUty  and  promptncas  in  meeting  obligations  of 

FuU  Name City '. 

Street  and  No,  BoauieflB 


Your  prompt  reply  will  be  greatly  appreciated,  as  Delayed  Reports  are  of  no  Value.        Subscriber  No. 

ANSWER  HERB: 


Supposed  net  worth?  9— 


Individual  Names  (if  a  firm)  7 . — ■ , 

Married  or  Single? ^ - ■,..  .,Aga  approximately? 

Reputation  lor  Ability? Honesty? , .Moral  Character?  . 

EvprfRllMT  ^""^  sued?  , 


How  long  in  busioess?.  , , Business  seem  prosperous 7— 

Value  of  stock  on  hand  (estimated)  7  $. Insurance?  f  . 


Ib  there  any  real  estate  in  own  name,  above  homestead  and  encumbrsnca ?____»— .Value?  f._ 


uo  you  know  of  any  unsatisfied  obligations,  chattel  mortgages,  judgments  or  claims  in  hands  of  attorneys?— 


Has  be  assumed  any  obUgattoni  as  a  bondsman? . It  so.  to  what  tzt«at7» 

FURTHER  REMARKS: 


AU  tbo  facta  Undins  In  anywlM  to  a  lost  catlHmte  of  partj'B  credlt-votth  ara  Uchir  diilraUa. 
Do  Dot  nndfir  maj  dreumatanoM  dlvalg*  th«  hbeh*  of  tba  party  dealrlnc  this  raporL 


Fig.  21.    Attorney  repobt  blank,  prepabed  by  the  United 
States  Fidelity  and  G-uarantee  Company 

can  also  readily  and  accurately  ascertain  any  encumbrances 
upon  the  properties  from  the  usual  public  records. 

2,  Claims  and  law  suits.  The  attorney  has  ready  access 
to  court  records,  from  which  he  can  obtain  knowledge  of  suits 
instituted  against  the  subject  and  can  follow  the  progress 
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and  outcome  of  the  actions.  This,  some  houses  feel,  is  the 
most  valuable  feature  of  his  report.  In  addition,  he  is  often 
called  upon  to  represent  other  selling  houses  in  collecting 
claims  against  the  debtor.  In  the  words  of  one  attorney, 
"after  all,  one  line  to  the  effect  that  undisputed  claims  are 
being  placed  for  collection  is  doubtless  worth  more  than  many 
pages  of  antecedents." 

In  furnishing  these  two  classes  of  information,  the  attorney 
is  in  a  unique  position.  But  on  some  other  items  he  may  be 
less  satisfactory  than  the  salesman.  As  already  seen,  he 
is  in  a  splendid  situation  in  the  smaller  communities  to 
furnish  data  with  respect  to  the  subject's  habits  and  local 
reputation.  He  can  also  judge  the  debtor's  location  and  its 
suitability  to  his  business.  On  the  other  hand,  it  is  un- 
doubtedly true  that  the  average  attorney  is  not  a  competent 
merchandising  man,  hence  he  is  not  in  a  good  position  to 
judge  the  local  merchant's  business  ability  from  direct  ob- 
servation of  his  manner  of  conducting  business.  Indirectly, 
however,  through  his  contact  with  other  business  men,  he 
can  obtain  valuable  information  with  respect  to  this  matter. 

The  several  law-list  organizations  usually  furnish  blanks 
on  which  attorneys  make  reports.  Some  of  them  request  a 
narrative  reply,  but  others  contain  detailed  questions.  Many 
credit  men  favor  such  detailed  forms,  in  the  belief  that  the 
attorney  gives  more  specific  data  than  he  would  in  response 
to  a  more  general  request  for  credit  information.  A  specimen 
form  is  reproduced  herewith  (Figure  21).  In  general,  the 
fewer  the  questions  asked,  the  more  satisfactory  will  be  the 
quality  of  the  information  furnished.  Should  inquiry  be 
centered  on  one  or  two  specific  matters,  however,  a  special 
letter  will  generally  yield  better  results  than  will  the  form. 
Or  else  the  specific  query  may  be  inserted  in  the  general 
form.  Certain  credit  men  have  had  very  good  results  from 
the  latter  procedure. 

Use  of  Attorneys 

Many  houses  have  used  attorneys  successfully  for  many 
years,  ,and  strongly  favor  the  system.    Other  concerns,  how- 
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ever,  make  but  little  use  of  them.  The  remainder  tend  to 
confine  their  request  for  reports  to  attorneys  located  in  places 
with  less  than  15,000  population,  feeling  that  only  at  smaller 
points  does  the  attorney  have  sufficient  personal  contact  with 
the  subject,  and,  in  fact,  some  decline  in  the  use  of  attorneys 
in  recent  years  is  reported.  In  many  large  cities,  neverthe- 
less, various  firms  of  attorneys  have  seen  fit  to  install  special 
commercial  departments— many  of  them  with  highly  efficient 
staff  and  records— to  gather  credit  information  with  respect 
to  local  concerns,  as  well  as  to  handle  claims  against  local 
enterprises  for  out  of  town  creditors.  In  some  large  centers, 
the  attorneys  rely  instead  upon  a  special  local  agency  for 
credit  information,  which  compiles  a  report  on  the  subject 
after  the  inquiry  has  been  received.  To  such  a  report  the 
attorney  merely  adds  such  information  as  he  possesses  with 
respect  to  claims  against  the  subject.  But  elsewhere  the 
attorney  himself  compiles  his  report. 

The  principal  objections  made  to  the  attorney  are  three 
in  number.  He  is  unacquainted  with  the  credit  standards  of 
the  house  making  the  inquiry,  hence  there  is  a  possibility 
that  his  opinions  may  be  misinterpreted.  Again,  it  is  felt 
at  times  that  he  may  be  a  friend  of  the  subject,  unwilling 
to  render  an  unfavorable  report,  or  that  he  may  be  prejudiced 
against  outside  creditors.  The  principal  objection,  however, 
is  that  the  attorney  gives  credit  inquiries  inadequate  atten- 
tion. The  attorney  who  does  not  maintain  a  commercial 
department  is  apt  to  regard  credit  work  as  incidental  to  his 
main  practice.  Often  the  compensation  seems  utterly  inade- 
quate, and  conducive  to  offhand  opinion,  unsubstantiated 
by  investigation.  Business  houses  have  themselves  to  blame 
for  this  attitude  on  the  part  of  many  attorneys.  The  early 
profferment  by  attorneys  of  their  services  practically  without 
charge  in  respect  to  credit  information,  in  consideration  of 
collections  and  other  business  being  sent  to  them,  led  in 
time  to  much  dissatisfaction.  The  attorneys  began  to  feel 
that  they  were  giving  everything  and  getting  nothing.  While 
a  house  might  make  inquiry  on  a  large  number  of  people, 
it  was  only  in  rare  instances  that  it  would  feel  called  upon 
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to  enlist  the  services  of  the  attorney.  Hence  reciprocity  in  the 
true  sense  of  the  term  did  not  obtain  and  the  attorneys  became 
indifferent  unless  they  were  paid  for  the  service.  This,  in 
tnrn,  led  to  much  dissatisfaction  among  business  men  in  re- 
spect to  attorneys'  reports.  They  felt  that  attorneys  were 
not  as  a  rule  prompt  in  reporting,  and  that  their  reports 
Were  general  in  character,  and  gave  but  meager  information. 
At  the  time  that  the  first  edition  of  this  work  was  prepared, 
some  twenty-five  years  ago,  this  condition  was  already  passing 
and  a  better  understanding  was  in  process  of  development. 
Credit  men  and  attorneys  began  at  about  the  same  time 
to  recognize  the  existence  of  abuses,  and  measures  were  taken 
to  remedy  the  situation.  At  first  larger  cities  alone  instituted 
a  regular  charge,  to  accompany  a  credit  inquiry,  and  to-day 
a  number  of  the  larger  centers  Gx  the  sum  of  one  dollar. 
In  recent  years,  local  bar  associations  in  many  other  places 
have  also  adopted  rules.  The  small  town  attorney  is  generally 
satisfied  with  25  cents,  the  attorney  in  a  place  of  10,000 
population  with  50  cents.  In  fact,  to  set  a  definite  figure  is 
decidedly  preferable,  unless  the  attorney  is  actively  engaged 
ia  making  collections  for  the  inquiring  house.  If  the  attorney 
receives  a  fee  commensurate  with  the  investigation  involved, 
rather  than  a  mere  promise  of  collections  which  may  or  may 
not  materialize,  he  will  give  the  matter  his  best  attention, 
and  prepare  a  satisfactory  report. 
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CHAPTER  XI 

BANKS  AND  MISCELLANEOUS  SOURCES 
OF  CREDIT  INFORMATION 

The  bank  constitutes  another  important  source  of  credit 
information.  Banks  have  developed  exchange  of  data  among 
themselves  to  a  large  extent;  but  business  houses  have  often 
tended  to  minimize  the  importance  of  bank  information,  and 
have  claimed  that,  while  banks  are  freely  used,  their  written 
reports  in  particular  do  not  contain  satisfactory  data.  Cer- 
tainly banking  institutions  are  in  touch  with  their  own  cus- 
tomers, whether  borrowing  or  not,  and  also  possess  data  on 
names  they  have  investigated ;  and  they  also  possess  facilities 
for  conducting  investigations  into  the  credit  standing  of 
those  for  whom  they  have  no  information  at  hand.  The 
indictment  often  made  of  them  by  mercantile  credit  men 
does  not  relate  to  their  facilities  for  obtaining  data,  but  rather 
to  their  unwillingness  to  impart  the  information  they  have 
obtained.  This  is  due  to  a  lack  of  understanding  of  each 
other's  point  of  view,  hence  of  information  needed  by  the 
one,  and  available  by  the  other.  In  particular,  it  is  often 
overlooked  that  in  answering  an  inquiry,  the  bank — and  the 
same  holds  true  of  the  business  house — is  under  obligation 
to  three  parties:  the  subject  of  the  inquiry,  the  bank  itself, 
and  the  inquirer.  Recent  years  have  brought  about  better 
realization  of  the  service  which  the  bank  can  render  as  a 
source  of  credit  information,  and  a  decline  of  the  former 
general  and  widespread  prejudice  against  bank  reports  but 
much  stiU  remains  to  be  accomplished.^ 

1  Compare,  e.g.,  the  treatment  in  F.  H.  McAdow,  Mercantile  Credits 
(New  York,  1922),  pp.  60-63,  with  that  in  E.  E.  Olson  and  J.  W. 
Hallman,  Credit  Management  (New  York,  1925),  pp.  130-131.  Tie 
one  praises,  the  other  condemns,  hank  procedure. 
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The  Bank's  Attitude  ^ 

The  information  -whicli  the  bank  gives  depends,  not  only 
upon  its  own  sources  of  information  and  closeness  of  contact 
with  the  subject,  but  also  upon  its  relations  with  the  inquirer 
and  his  responsibility,  and  upon  the  reason  for  the  inquiry. 
Thus  it  can  be  said  that,  in  general,  a  man  inquiring  through 
his  own  bank  obtains  better  results  than  if  he  inquires  of  a 
bank  located  elsewhere.  In  fact,  at  times  a  bank  which 
doubts  the  purpose  for  which  an  inquiry  is  made,  or  which 
does  not  know  the  credit  policy  of  the  inquirer,  requests 
him  to  make  inquiry  through  his  own  bank,  which  it  will 
then  be  glad  to  advise.  The  reason  for  this  procedure  is 
that  the  bank  recognizes  that  its  primary  duty  is  to  the  sub- 
ject of  the  inquiry,  and  regards  its  relations  with  its  cus- 
tomers as  very  intimate,  having  received  from  them  strictly 
confidential  information.  Its  interest  lies,  not  in  routine 
data,  but  in  those  facts  which  possess  peculiar  significance 
in  determining  credit  standing.  In  general,  the  bank  obtains 
more  detailed  and  private  information  than  does  the  trade 
creditor,  becatise  of  the  lesser  profit  margin  on  which  it 
operates,  the  larger  amount  it  has  at  stake  with  the  indi- 
vidual debtor,  and  the  fact  that  it  operates  largely,  not  with 
its  own  funds,  but  with  funds  supplied  by  its  depositors, 
for  whom  it  acts  as  a  sort  of  trustee.  Furthermore,  owing 
to  the  conservative  policy  it  follows,  the  bank  may  receive 
guarantees,  indorsements,  or  collateral  as  a  means  of  greater 
protection.  To  divulge  this  fact  to  merchandise  creditors 
might  lead  to  misunderstanding,  and  injure  the  concern  in 
question.  Much  of  the  information  the  bank  obtains  it  does 
not  therefore  regard  as  proper  to  be  given  out,  and  even 
other  data  of  a  less  intimate  nature  it  does  not  wish  to 
broadcast  without  knowing  how  the  inquirer  will  treat  the 
information.  This  view  the  bank  holds  with  peculiar  force 
with  respect  to  data  on  its  own  customers,  but  to  a  less  extent 
the  same  attitude  applies  to  information  which  the  bank 

2  A  good  older  statement  is  W.  Tonks,  "How  to  Acquire  Credit  Infor- 
mation from  a  Bank,"  Bulletin,  National  Association  of  Credit  Men, 
October,  1917. 
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assembles  on  other  names,  such  as  those  concerns  that  float 
their  paper  in  the  open  market  through  note  brokers.  It 
wiU  not  give  exact  quotations  from  credit  letters  it  has 
received. 

It  is  for  these  reasons  that  banks  as  a  whole  object  strongly 
to  printed  inquiry  forms.  They  hold  that  confidential  credit 
information  is  too  delicate  and  valuable  a  subject  to  be  prop- 
erly handled  by  any  standardized  forms  of  questions.  Mer- 
cantile credit  men,  it  is  true,  have  on  several  occasions,  e.g., 
in  1917  and  again  in  1924,  proposed  that  a  standard  form  of 
inquiry  be  developed,  but  their  suggestions  have  met  with 
but  little  favor  in  bank  circles.  An  individual — ^not  a  form 
— ^letter,  bringing  out  the  character  of  information  desired, 
and  which  can  be  answered  by  another  individual  letter,  is 
preferred  by  bank  credit  men.  The  letter  should  preferably 
contain  also  the  reason  or  purpose  of  the  inquiry,  so  as  to 
guide  the  bank  in  its  reply,  and  state  whether  given  by  the 
subject  as  reference;  it  should  also  give  the  local  bank  or 
trade  references  to  serve  as  leads  if  necessary,  the  probable 
amount  of  credit  involved,  and  the  exact  experience  or  an 
offer  to  reciprocate.  It  should,  of  course,  give  the  exact 
name,  street  address  and  business  if  the  city  is  of  any  size, 
and  should  state  whether  other  inquiries  are  being  made 
locally.  In  other  words,  the  inquiry  should  conform,  with 
necessary  modifications,  to  make  it  applicable  to  bank  instead 
of  trade  sources,  to  the  rules  laid  down  by  the  National  Asso- 
ciation of  Credit  Men  to  govern  interchange  of  data  among 
business  houses,  already  discussed  in  Chapter  VIII.  Banks 
do  not  insist  that  aU  inquiries  contain  the  data  cited,  but 
welcome  such  information,  which  is  an  evidence,  too,  of  the 
inquirer's  good  faith.  If  sufficiently  interested  in  a  name 
which  is  the  subject  of  inquiry,  some  banks  request  the  in- 
quirer's experience  when  replying  to  the  request  for  infor- 
mation. 

These  conditions  have  likewise  colored  the  bank's  attitude 
towards  participation  in  the  system  of  credit  interchange 
bureaus  which  mercantile  credit  men  have  established.  It 
often  seeks  to  obtain  the  ledger  experience  of  business  con- 
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cerns  which  the  system  provides.  But  at  once  the  further 
question  arises,  on  what  terms  should  the  bank  participate. 
Mercantile  credit  men  generally  desire  that  the  bank  take 
a  two-sided  participation,  contributing  as  well  as  receiving 
information.  Bank  credit  men  point  to  the  confidential  na- 
ture of  the  borrower's  relation  to  his  bank,  and  to  the  fact 
that  bank  creditors  are  very  few  in  number  in  proportion  to 
trade  creditors,  and  often  may  readily  be  identified.  They 
do  not  hesitate  to  compare  notes  with  interested  parties,  but 
do  not  wish  to  report  loans  regularly  to  such  a  bureau.  Ac- 
cordingly, they  desire  rather  a  one-sided  participation, 
merely  to  receive  ledger  data  contributed  by  mercantile 
houses  to  the  bureau,  or,  in  other  cases,  to  give  general  rather 
than  specific  information.  It  is  on  such  bases  that  their  pres- 
ent relations  with  certain  of  the  interchange  bureaus  rest. 

Bank  Information  for  Business  Houses 

A  bank  is  obviously  in  a  position  to  furnish  certain  classes 
of  information  with  respect  to  its  borrowing  customers,  ob- 
tained both  from  its  investigation  and  its  own  experience. 
These  kinds  of  data  may  be  stated  as  foUowS: 

1.  Length  of  time  the  bank  has  had  the  account.  Tendency  to 
change  banking  connections  is  usually  an  unfavorable  sign  in  itself. 

2.  Approximate  size  of  the  balance  kept,  perhaps  in  number 
of  figures.  If  balances  are  not  commensurate  with  the  line  of 
credit,  an  indication  of  the  size  of  the  average  balance  is  desirable 
(20  per  cent  is  generally  regarded  as  commensurate). 

3.  Size  of  the  line  of  credit  or  loan  extended,  form  (secured  or 
unsecured)    and  frequency  of  accommodation. 

4.  Promptness  with  which  obligations  to  the  bank  are  met,  and 
whether  or  not  a  periodical  settlement  is  made.  The  latter  is  proof 
of  liquidity. 

5.  Undesirable  practices  followed  in  conducting  the  account,  such 
as  overdrafts  or  drawing  against  uncollected  items.  Practices  of  this 
kind  are  generally  condemned,  and  are  not  indulged  in  by  respon- 
sible concerns. 

6.  Comments  on  financial  statement,  when  not  given  in  confidence. 

7.  Presentation  through  the  bank  of  drafts  against  the  subject, 
and  whether  they  are  met. 

8.  General  reputation  in  the  community. 
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9.  Bank  opinion  of  management,  financial  standing,  and  prog- 
ress, hence  as  to  whether  reliable  and  worthy  of  credit. 

The  first  five  of  these  items  may  appear  to  have  some  similarity 
to  the  ledger  data  interchanged  among  business  houses,  but 
in  the  last  four  the  parallelism  ceases.  Consideration  should 
be  given  to  adequacy  of  banking  facilities  and  timeliness  of 
the  loan,  both  when  incurred  and  when  maturing. 

It  is  hardly  to  be  presumed  that  the  bank  in  its  reply  would 
give  exact  figures  wherever  possible,  or  take  up  specifically 
each  point  in  order.  The  banker  in  many  cases  veils  his  reply, 
and  calls  attention  only  to  those  items  which  he  believes  of 
peculiar  significance  in  the  case  in  question.  Some  even 
go  so  far  as  to  reply  only  with  the  conventional  expression, 
"We  believe  him  honest  and  good  for  his  needs."  Such  an 
attitude  has  aroused  the  ire  of  the  mercantile  credit  man. 
He  has  often  called  attention  to  what  he  calls  the  vague,  eva- 
sive, and  general  nature  of  bank  replies.  He  asks  the  bank 
not  merely  for  its  opinion,  couched  in  reasonably  specific 
terms,  but  also  asks  for  some  indication  of  the  evidence  upon 
which  it  relied  in  reaching  that  conclusion.  The  banker  on 
his  part,  however,  will  not  write  to  business  houses  nearly  as 
fully  as  he  will  write  to  other  banks,  and  contents  himself 
with  calling  attention  to  the  fact  that  the  bank's  conclusions 
are  a  summary  of  all  available  data  and  constitute  its  judg- 
ment of  the  risk,  hence  that  they  really  are  the  important 
part  of  the  reply.  He  feels  that  the  bank's  statement  that 
a  satisfactory  account  is  maintained  is  in  itself  a  stamp 
of  approval.  On  the  whole,  therefore,  he  will  amplify  only 
when  he  is  well  acquainted  with  the  inquirer. 

When  some  figures,  even  though  rounded  rather  than  actual, 
are  given,  the  second  and  third  items  in  the  above  list  can 
be  used  to  verify  the  financial  statement  submitted  to  the 
trade  creditor.  The  borrower  giving  the  bank  a  financial 
statement  usually  expects  this  to  be  held  in  confidence,  and 
exact  data  will  be  given  out  only  with  his  express  permission. 
It  is  only  fair  to  add,  however,  that  banks  upon  inquiry  will 
often  verify  the  deposit  balance  shown  in  the  statement.  In 
its  reply,  the  bank  often  uses  expressions  such  as  "smaU," 
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"fair,"  "medium,"  "large,"  "substantial,"  and  "liberal"; 
or  "good  for  moderate  credit,"  and  "good  for  his  require- 
ments. ' '  The  last  named  is  complimentary,  in  that  it  implies 
that  the  subject  will  not  incur  obligations  that  he  cannot 
meet.  All  these  expressions  must  be  interpreted  in  the  light 
of  the  size  of  the  institution,  as  well  as  the  nature  of  the 
account.  For  example,  in  the  case  of  balances,  what  is  a  large 
account  to  a  small  country  bank  may  be  a  small  one  to  a 
reserve  city  institution,  while  what  is  a  large  personal  account 
may  be  a  small  business  account.  In  interpreting  the  bank's 
reply,  the  emphasis  must  be  considered,  and  it  must  further- 
more be  borne  in  mind  that  the  institution  often  hesitates  to 
give  an  unfavorable  opinion  in  blunt  language.  Instead,  the 
inquirer  must  read  between  the  lines,  in  order  to  catch  the 
spirit  of  the  bank's  reply. 

This  applies  even  more  when  the  bank  is  asked  for  informa- 
tion about  a  noneustomer.  In  the  absence  of  that  direct  per- 
sonal knowledge  that  comes  from  handling  the  account,  the 
banker  will  be  more  cautious  in  expressing  his  views  on  the 
credit  question. 

In  view  of  these  features,  what  reliance  can  the  mercantile 
credit  man  place  upon  bank  reports?  The  information  is  up 
to  date,  but,  aside  from  the  reticence  which  banks  often  dis- 
play, some  mercantile  credit  men  feel  that  it  is  of  considerable 
value  when  supplied  by  large  institutions  with  well  organized 
credit  departments,  and  when  applied  to  borrowing  concerns. 
The  small  retailer  located  in  small  towns  and  country  dis- 
tricts, who  borrows  little  and  furnishes  his  bank  with  no 
statement,  affords  the  banker  little  basis  for  his  opinion. 
The  experience  of  some  concerns  has  been  that  retailers  often 
endeavor — and  with  success — to  conceal  from  their  home 
bankers  the  fact  that  they  are  falling  behind  in  payments  to 
wholesalers.  At  times,  a  difference  of  opinion  is  noted  among 
banking  sources,  and  various  concerns  therefore  inquire  of  a 
number  of  banks.  They  are  most  apt  to  do  this  where  a 
large  sum,  is  involved  and  an  unbiased  opinion  is  desired  in 
addition  to  that  of  the  bank  that  has  the  account.  Little, 
however,  is  heard  of  the  older  complaint  that  the  banker  at 
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times  consciously  misleads  the  inquirer  in  his  reply,  so  as  to 
insure  the  opening  of  trade  sources  of  credit  and  consequent 
repayment  of  the  bank's  advances  which  had  become 
"frozen."  There  is,  nevertheless,  some  opinion  that  the  local 
banker  is  inclined  to  give  the  subject  the  benefit  of  the  doubt 
wherever  possible,  although  other  credit  men  characterize  the 
bank  as  generally  conservative. 

Problems  in  Obtaining  Data  from  Banks 

When  the  ordinary  conventions  with  respect  to  inquiries 
have  been  observed,  and  there  is  a  good  reason  for  the  inquiry, 
the  large  city  bank  is  always  willing  to  obtain  some  informa- 
tion in  case  it  has  none  on  file,  whether  the  subjects  be  non- 
customers  or  "cash"  customers,  that  is,  customers  who  do  not 
borrow.  But  it  objects  to  promiscuous  inquiry  and  to  the 
duplication  of  effort  involved  in  a  dragnet  inquiry,  where 
several  banks  are  addressed,'  or  where  no  mention  is  made  of 
this  fact,  so  that  the  banks,  in  their  effort  to  serve,  may  each 
make  an  independent  investigation.  Some  banks  have  gone 
so  far  as  to  answer  only  inquiries  received  from  customers 
or  correspondents,  relative  to  the  bank's  own  customers.  This 
problem  is  similar  to  that  raised  in  the  case  of  inquiries  made 
of  business  houses.  Bank  replies  are  just  as  likely  to  be 
unsatisfactory  because  of  excessive  inquiry  as  are  trade  re- 
plies. Discretion  must  rule  in  both  cases,  some  care  being 
given  to  the  selection  of  those  likely  to  have  information  of 
value.  Especially  is  this  true  where  only  a  smaU  credit  is 
involved.  It  is  also  essential  that  the  business  house  respect 
the  confidential  nature  of  the  information  given.  At  times  in 
the  past,  the  inquirer  has  obtained  confidential  data  which 
have  been  repeated  to  the  subject.  This  is  naturally  very  an- 
noying to  the  banker.  Finally,  at  times  the  banker  has  felt 
that  the  inquiring  mercantile  credit  man  is  not  entirely  frank. 

The  small  country  bank,  too,  has  felt  the  increasing  volume 
of  inquiries  made  of  it.    It  views  the  problem  somewhat  dif- 


s  The  house  can  easily  get  the  bank's  name  from  the  salesman's 
report,  or  by  having  the  bookkeeper  note  the  name  on  the  ledger  when 
the  first  remittances  are  received,  or  by  recording  inquiries  made  of 
it  by  banks  on  the  concern  in  question. 
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ferently  than  does  the  large  city  institution.  The  small  bank 
is  anxious  to  help  the  credit  standing  of  its  customers,  and 
hence  build  up  the  community;  it  realizes  its  obligation  to 
fellow  creditors  to  keep  their  credits  healthy;  but  it  has  no 
elaborately  organized  credit  work.  Often  it  does  not  com- 
mand the  services  of  a  stenographer,  hence  its  reply  must 
necessarily  be  brief.  And,  when  it  replies,  it  receives  no 
benefit  from  reciprocal  interchange.  Added  to  this  is  the 
fact  that  many  small  accounts  are  unprofitable,  and  that 
strong  competition  results  from  excessive  banking  facilities 
at  many  points. 

The  net  result  has  been  that  a  number  of  years  ago  the 
State  Bank  Division  of  the  American  Bankers  Association 
adopted  a  resolution  favoring  a  minimum  fee  of  25  cents  in 
advance  with  requests  for  credit  ratings.  Certain  state  bank- 
ers' associations,  county  associations,  clearing  houses,  and  in- 
formal local  gatherings  of  bankers  have  likewise  adopted  rules 
providing  that  requests  for  credit  information,  other  than 
those  received  from  correspondent  banks  and  customers,  be 
accompanied  by  a  specified  fee.  The  charge  varies  from  15 
cents  to  one  dollar,  with  25  cents  most  usual.  In  at  least 
one  state,  while  information  is  usually  furnished  gratis  to 
business  houses,  mercantile  agencies  are  charged  a  small  fee, 
since  they  desire  to  redistribute  the  data  for  remuneration. 
There  is  a  general  tendency  towards  the  institution  of  such 
charges,  either  as  part  of  a  general  scale  of  service  charges, 
or  as  a  separate  matter.  Inquiries  made  without  inclosing 
the  compensation  are  either  disregarded  or  returned  with  a 
notation  calling  attention  to  the  rule.  About  1918,  some  in- 
dividual banks  had  contracted  on  a  profit-sharing  basis  with 
a  commercial  organization  to  supply  information  for  them, 
the  report  being  sent  together  with  a  biU  for  50  cents.  Need- 
less to  say,  the  practice  was  strongly  condemned. 

Bank  Inquiry  of  Other  Banks 

Banks  often  make  inquiry  of  other  banks,  either  through  a 
personal  visit  by  the  credit  manager  or  an  investigator,  or  by 
means  of  written  communications.    The  work  of  the  investi- 
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gator  who  visits  other  banks  does  not  differ  fundamentally 
from  that  of  the  investigator  who  interviews  business  houses. 
This  holds  true  both  of  method  and  of  training,  although  the 
queries  raised  are  naturally  different.  Banks  have  devoted 
much  attention  to  their  written  inquiries.  These  they  make 
by  letter,  rather  than  by  printed  blank.  Relatively  few  use 
a  multigraphed  or  printed  letter,  with  spaces  for  typed  in- 
serts, but  most  have  a  set  wording  which  is  typed  and  then 
signed  by  an  officer.  These  letters  are  of  different  forms; 
some  are  extremely  general,  while  others  go  into  considerable 
detail.  In  fact,  many  institutions  have  separate  wordings  for 
different  types  of  inquiries,  such  as  file  revision  and  com- 
mercial paper  option,  modified  so  as  to  emphasize  any  special 
features  with  respect  to  the  name  under  consideration.  A 
postscript  may  call  attention  to  an  especially  important  point. 
Of  course,  when  information  is  desired  on  special  points  only, 
a  separate  letter  is  prepared  to  fit  the  case  in  question.  The 
more  thoroughly  the  inquirer  studies  the  case,  the  more  fruit- 
ful is  his  letter  likely  to  be  of  eliciting  information. 

The  purposes  of  the  principal  classes  of  inquiries  may  be 
stated  as  follows: 

1.  To  determine  the  standing  of  names  whose  paper  is  offered 
in  the  open  market  by  commercial  paper  dealers. 

2.  To  obtain  information  for  a  customer  who  may  extend  credit 
or  make  an  investment. 

3.  To  ascertain  the  experience  of  another  bank  carrying  the  same 
account. 

4.  To  determine  the  advisability  of  soliciting  or  of  accepting  a 
new  account. 

5.  To  investigate  the  standing  of  a  correspondent  bank. 

It  is  in  connection  with  the  first,  whether  on  an  original  pur- 
chase or  inquiry  by  a  correspondent,  or  for  purposes  of  file 
revision  on  a  repurchase  or  inquiry,  that  form  letters  recog- 
nized by  custom  are  most  helpful. 

The  inquiry  will  be  directed  chiefly  to  a  bank  which  has  the 
account.  Such  an  institution  can  give  the  results  of  its  own 
experience,  and  it  has  presumably  also  checked  the  name 
carefully  and  is  fully  acquainted  with  the  concern's  condi- 
tion.   An  outside  or  nondepositary  bank  is,  however,  useful 
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as  a  eheck  upon  the  information,  although  care  should  be 
taken,  since  the  correspondent  may  feel  that  such  an  inquiry 
denotes  a  lack  of  confidence.  In  respect  to  out-of-town  names, 
where  the  financial  connection  is  unknown,  inquiry  is  made 
of  a  correspondent  or  friendly  bank.  But  it  is  well  recognized 
that  a  bank  should  not  ask  a  competitor,  directly  or  through 
another  bank,  for  the  information  which  to  an  extent  is  to 
be  used  to  take  business  away  from  it.  Country  banks  gen- 
erally send  in  only  one  commercial  paper  name  at  a  time  to 
their  city  correspondent,  but  some  send  several  names  which 
they  have  under  consideration,  and  others  send  a  list  which 
they  are  revising.  Certain  country  banks  submit  a  dealer's 
offering  list,  and  ask  the  city  correspondent  to  check  several 
good  names,  while  others  ask  it  to  suggest  several  names  from 
which  the  country  bank  can  make  its  choice. 

The  general  contents  of  a  letter  of  inquiry  on  a  business 
house  may  be  summarized  as  follows : 

1.  Full  name,  business,  and  address  of  head  office  of  subject,  also 
principal  place  of  business.  Adequate  data  guard  against  fraud  by 
concerns  which  adopt  titles  similar  to  those  of  well-rated  enterprises. 

2.  Purpose  of  inquiry,  whether  file  revision,  receipt  of  inquiry, 
new  business  soheitation,  etc.  While  the  inquiring  bank's  own  ex- 
perience may  be  given,  especially  on  mutual  accounts,  the  practice 
is  by  no  means  general,  nor  is  it  always  desirable.  On  a  commercial 
paper  name,  some  banks  give  the  amount  involved,  but  others  do 
not.  WhUe  it  is  a  guide  to  the  bank  inquired  of,  it  discloses  more 
of  an  institution's  business  than  some  bankers  consider  desirable. 
Nevertheless,  indorsement  or  collateral,  if  any,  should  be  men- 
tioned. The  name  of  the  offering  broker  also  affords  a  check 
against  the  paper  being  offered  by  two  brokers,  which  may  lead 
to  overexpansion  of  credit.  On  a  revision,  mention  of  the  date  on 
which  information  was  furnished  is  helpful,  while  on  an  inquiry 
for  a  customer  the  approximate  or  maximum  size  of  the  credit 
should  be  mentioned,  in  order  to  guide  the  investigation. 

3.  Information  desired,  which  includes: 

(o)  Nature  of  business,  and  how  long  established 

(b)  Facts  concerning  "financial  responsibility  and  general 
standing" 

(c)  Character  and  ability  of  management 

(d)  When  the  inquiry  is  addressed  to  a  bank  which  has  the 
account,  form  in  which  subject  borrows,  including  any 
collateral,  indorsements,  or  guarantees  it  gives;  whether 
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borrowing  is  continuous;  and  line  of  credit  and  amount 

outstanding 
(e)  Expression  of  opinion  as  to  the  standing  and  general 

prospects  for  the  concern.     Some  banks,  in  fact,  merely 

ask  the  correspondent  whether  a  certain  commercial  paper 

name  is  a  good  investment 
(/)  Trade  conditions  in  the  subject's  industry 

Special  points  which  are  not  clear  and  on  which  further 
explanation  is  desired  are  specifically  mentioned.  Moreover, 
the  inquirer  should  not  fail  to  mention  if  it  is  making  other 
inquiries,  so  that  an  opinion  based  on  information  already  in 
the  files  is  sufficient.  This  avoids  duplication  of  effort,  and 
also  avoids  the  creation  of  unjust  suspicion  concerning  the 
subject  of  inquiry. 

A  reserve  city  bank  often  inquires  regarding  its  out  of 
town  correspondent,  especially  when  the  latter  is  a  borrower 
or  receives  credit  from  the  foreign  exchange,  transit,  or  col- 
lection departments.  A  careful  country  bank  also  cheeks  its 
city  correspondents  periodically,  unless  it  sees  the  officers 
and  other  informed  bankers  frequently  and  thus  keeps  in 
touch  with  their  status.  Care  should  be  taken  to  select  sources 
which  are  either  as  well  informed  as  the  inquirer  or  better 
informed;  and  the  latter 's  own  experience  should  be  volun- 
teered. An  institution  requests  data  on  financial  standing, 
ability  and  character  of  management,  and  method  of  borrow- 
ing— whether  on  receivables,  collateral,  indorsement,  or 
guarantees — ^together  with  other  pertinent  information. 

Bank  Replies  to  Other  Banks 

In  answering  inquiries  made  of  it,  the  bank  in  general 
favors  other  banks.  In  the  larger  centers,  cooperation  has 
been  developed  in  a  high  degree.  It  is  true  that  the  banks 
discourage  verbal  inquiries  by  competing  banks  in  reference 
to  commercial  paper  names,  since  these  are  unnecessary  if  the 
inquiring  bank  conducts  the  proper  investigations  among 
primary  sources.  Moreover,  they  are  generally  careful  to 
limit  the  data  they  furnish  to  note  brokers  (on  names  handled 
by  a  competitor)  to  a  general  outline  of  the  financial  state- 
ment and  an  opinion  as  to  the  subject's  responsibility.    Be- 
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tween  these  two  extremes  come  business  houses  and  mer- 
cantile agencies,  the  former  faring  better  than  the  latter. 

A  complete  credit  letter  will  cover  the  points  mentioned  in 
the  preceding  section.  It  may  contain  information  or  com- 
ment on  the  following  general  topics : 

1.  History,  personnel,  and  character  of  management 

2.  Financial  standing.  Comment  on  the  financial  statement,  par- 
ticularly current  ratio,  net  worth,  and  changes  from  previous  state- 
ment. In  the  case  of  a  commercial  paper  name,  on  which  the  hroker 
ordinarily  supplied  the  statement  to  the  inquirer,  comment  in  a 
general  way  only. 

3.  Trade  standing 

4.  Bank  standing 

5.  The  hank's  own  experience  and  opinion.  Bank  lines  are  not 
stated  on  a  commercial  paper  inquiry,  but  merely  the  conduct  of 
the  account,  since  the  bank's  experience  is  of  interest  only  to  an 
institution  contemplating  direct  relationship.  If  the  bank's  opinion 
is  indecisive,  the  reason  should  he  stated;  if  unfavorable  it  should 
be  worded  carefully,  such  as  "we  feel  there  is  better  paper  in  the 
market." 

In  its  reply,  the  bank  will  call  attention  to  any  special  mat- 
ters, such  as  a  trade-mark  representing  a  product  with  wide 
distribution.  The  bank  often  follows  a  set  order  of  topics  in 
its  reply,  varying  the  content,  however,  according  to  the  in- 
quirer's particular  needs.  A  large  bank  in  an  important  cen- 
ter, inquiring  on  a  mutual  account,  and  presumed  to  have  a 
well-developed  file  on  the  name,  drawn  from  independent  in- 
vestigation of  original  sources,  will  receive  the  high  lights 
in  a  summary  of  the  bank's  experience  and  a  definite  expres- 
sion of  its  opinion.  A  small  country  bank,  inquiring  on  the 
same  name,  however,  will  obtain  greater  detail  as  to  line  of 
business,  history,  etc.  It  is  not  so  likely  to  have  obtained 
this  information  itself,  since  it  depends  upon  its  depositaries 
for  information.  Again,  the  reply  varies  with  the  extent  of 
previous  correspondence.  Subsequent  inquiry  by  a  bank  will 
elicit  only  the  latest  developments.  On  the  commercial  paper 
inquiries,  it  may  be  noted,  the  exact  statement  of  the  extent 
to  which  the  paper  is  purchased  is  the  best  guide  for  the 
inquirer.    On  a  long  list  of  commercial  paper  names  on  which 
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a  checking  is  desired,  a  key  may  be  made  up,  if  this  is  re- 
quested by  the  inquirer  or  is  agreeable  to  him,  and  each 
symbol  in  the  key  may  indicate  a  certain  point. 

In  order  to  protect  itself,  the  reply  of  the  bank  to  whom 
the  inquiry,  bank  or  trade,  is  addressed,  is  usually  made  upon 
paper  bearing,  often  in  red,  the  customary  disclaimer  clause. 
These  clauses  differ,  ia  accordance  with  the  phrasing  used 
by  the  bank's  attorneys.    A  specimen  is  as  follows: 

CONFIDENTIAL.  This  information  is  eommtmicated  at  your 
request  in  strict  confidencs  as  a  matter  of  courtesy  for  your  own 
use  upon  condition  that  neither  this  bank  nor  any  member  of  its 
staff  shall  be  held  responsible  therefor  or  under  obligation  to 
notify  you  in  the  event  of  changes  affecting  the  opinion  expressed. 

In  general,  the  clause  contains  two  noteworthy  features.  First, 
the  information  is  given  as  an  opinion  and  without  responsi- 
bility. This  avoids  liability  for  losses  accruing  to  others  by 
reason  of  acting  upon  the  opinion  given;  but  it  is  doubtful 
whether,  even  vrithout  such  notice,  the  bank  could  be  held 
liable  for  damages,  unless  it  derived  undue  benefit.  The  in- 
formation, of  course,  is  given  in  good  faith,  not  guaranteed 
as  fact,  and  only  after  an  attempt  to  obtain  the  information 
from  reliable  sources  by  due  and  diligent  inquiry.  Second, 
the  information  is  to  be  treated  confidentially.  This  is  to 
avoid  the  possibility  of  being  sued  for  libel,  and  also  to  save 
the  bank  possible  embarrassment  through  having  its  opinion 
misused  or  treated  carelessly.  It  may  be  assumed  that  the 
bank  would  be  in  the  same  position  as  a  mercantile  agency. 
"WhUe  the  risk  of  a  libel  suit  is  small,  the  credit  man  must  be 
discreet,  both  in  phrasing  the  information  and  in  releasing  it. 

The  Robert  Morris  Code  of  Ethics 

Exchange  of  data  among  banks,  as  in  the  case  of  inter- 
change of  data  among  business  houses,  calls  for  thorough- 
going reciprocity.  That  the  system  has  problems  similar  to 
those  experienced  by  business  houses  will  be  evident  from  the 
preceding  discussion.  The  Robert  Morris  Associates,  which 
is  the  national  organization  of  bank  credit  men,  has  carefully 
considered  the  basis  on  which  banks  should  exchange  data  by 
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mail.*  As  early  as  February,  1916,  it  adopted  a  code  of 
ethics  devoted  largely  to  this  matter.  The  code  was  revised 
in  1921,  to  read  as  follows : 

The  first  and  cardinal  principle  in  credit  investigation  is  the 
sacredness  of  the  replies. 

Any  betrayal  of  the  confidence  implied  when  credit  information 
is  given  brands  the  offender  unworthy  of  consideration  or  con- 
fidence. 

Indiscriminate  revision  of  files,  when  there  is  no  real  need  for 
information,  is  unnecessary,  wasteful  and  undesirable. 

Every  letter  of  inquiry  should  indicate  in  some  definite  and  con- 
spicuous manner  the  object  and  scope  of  the  inquiry. 

When  more  than  one  inquiry  on  the  same  subject  is  sent  simul- 
taneously to  banks  in  the  same  city,  this  fact  should  be  plainly  set 
forth  in  the  inquiry. 

If  form  letters  are  used  in  making  inquiries,  it  is  good  practice 
to  have  them  bear  the  manual  signature  of  the  inquirer  to  establish 
responsibility. 

In  seeking  information,  the  name  of  the  inquirer,  in  whose  behalf 
the  inquiry  is  made,  should  not  be  disclosed  without  permission. 

The  recipient  of  a  credit  inquiry  who  urges  his  correspondents 
to  make  plain  the  object  and  scope  of  their  investigation,  fails  in 
his  duty  if  he  neglects  to  read  carefully  each  special  letter  of  in- 
quiry and  to  answer  frankly  specific  questions  therein. 

In  answering  inquiries,  it  is  advisable  to  disclose  aU  material 
facts  bearing  on  the  credit  of  the  subject,  because  full  understand- 
ing is  always  necessary  and  because  all  paper  offered  should  be 
of  the  same  description  as  that  held  by  the  borrower's  own  bank. 

In  answering  inquiries  the  source  of  the  information  should  not 
be  disclosed  without  permission. 

It  is  not  permissible  nor  the  part  of  good  faith,  in  soliciting  ac- 
counts from  a  competitor,  to  seek  information  from  the  competitor 
without  frankly  stating  the  object  of  the  inquiry. 

Considerable  improvement  in  bank  practice  is  stated  to  be 
evident  during  the  last  decade. 

Interchange  of  Data  among  Banks 

Banks  have  developed  certain  relationships  for  the  ex- 
change of  data  among  themselves.  Some  clearing  houses  have 
installed  credit  bureaus  which  have  this  particular  function. 
Cleveland,  under  its  examiner,  Francis  Coates,  Jr.,  instituted 

*  See  its  Bulletin,  December,  1924,  "How  to  Make  a  Credit  Inquiry,'' 
and  February,  1925,  "How  to  Answer  a  Credit  Inquiry." 
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the  plan  in  1911.  During  recent  years,  sponsored  by  the 
Clearing  House  Division  of  the  American  Bankers  Associa- 
tion, and  reenforced  by  post-war  bank  credit  experience,  it 
has  spread  to  a  considerable  number  of  centers.  In  Septem- 
ber, 1929,  there  were  fifty-nine  city  bureaus,  located  in  twenty- 
five  states.    The  primary  purpose  is  to  avoid  overextension  of 


Fonn  J. 


STANDARDVILLE  CLEARINGHOUSE  ASSOCIATION 


Bureau  of  Credits 


Bank  Number.. 


Standardville,  U.  S.  A.,  „ 192 

My  records  show  thai  you  have  loans  on  which 

.• appears  as  makers  or  endorsers.    Will 

you  please  give  us  details  of  your  loans  on  the  attached  form,  and  in  return  we 
will  advise  you  promptly  the  total  line  developed  to  this  date. 

Very  truly  yoiirs, 


Manager. 


REPLY 


The  tiabtlity  of 


Buitiu 


I.  at  (hit  el  bunntit... . — . 191. ir  ai  fothwt 

WCa  VOU  NOTHrHO    PLIAK   NOTC  ■¥  IvniTIHa  THC  WORD  -NONf   BCLOWI 


—  -- 

^ 

LETTEBS 

.S  MAKER 

AS  CNOORgen   or  aUARANTOR 

ACCEPTANCES 

OP 
CREDIT 

COLLATCRAL 

ON 
MOKTaAfll 

.»..c>,™ 

DM 
CQLLATinAt. 

ON 

MOHTaAac 

1 

- 

- 

1 

1 

1 
1 

- 

1 

- 

- 

1 

i 
1 

1 

AN 

■XKANATiaM 


Fig.  22.    Clearing  house  credit  bureau  request  por  report  on 
"duplicated  borrowek" 

credit  to  parties  using  two  or  more  banks.  Thus  the  plan 
seeks  to  avoid  the  possibility  of  situations  such  as  have  occa- 
sionally been  discovered  in  various  cities,  and  which  might 
be  more  frequent  with  existing  rapid  transportation  facilities. 
Banking  consolidations  as  well  as  occasional  failures  of  busi- 
ness houses  have  at  times  disclosed  that  concerns  were  borrow- 
ing excessively  in  the  aggregate  from  several  institutions,  with 
the  result  that  when  the  loans  fell  due,  banks  had  either  to 
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take  over  the  management  of  the  houses  involved  or  suffer 
loss. 

While  the  exact  technie  of  bureau  operation  differs  some- 
what from  one  center  to  another,  the  underlying  basis  is  the 
same  in  all  cases.  In  Cleveland,  each  bank  originally  filed  a 
list  or  inventory  of  borrowers;  giving  name,  address,  and 
business  of  each  borrower  and  accommodation  indorser  on 
secured  or  unsecured  loans  of  $5,000  or  more.  From  these 
names,  the  examiner  prepared  a  file  of  "single  name"  bor- 
rowers, using  only  one  bank,  and  a  file  of  "duplicated"  bor- 
rowers. Duplicated  borrowers  alone  are  of  interest  and  for 
them  only  the  examiner  at  once  obtains  information  (on  the 
form  reproduced  in  Figure  22)  upon  the  nature  of  loans  and 
amounts  in  even  hundreds  of  dollars ;  and  he  posts  these  facts. 
On  these  names  only  does  he  obtaiu  information  as  to  size  and 
character  of  loans.  He  then  reports  to  the  interested  banks 
the  total  amount  of  each  class  of  line  granted  and  the  num- 
ber of  banks  involved  in  a  duplicated  borrower;  but  he  does 
not  indicate  in  his  report  what  banks  are  involved.  Members 
file  weekly  a  single  slip  giving  name,  address,  and  business  of 
each  new  borrower,  and  the  examiner  obtains  similar  data  on 
any  name  as  soon  as  it  shows  duplicated  borrowings.  Two 
investigations  are  made  each  year  of  each  duplicated  bor- 
rower, one  letter  of  the  alphabet  being  reviewed  each  week, 
and  incidentally  all  duplicated  lines  are  investigated  at  the 
time  each  bank  is  examined,  and  at  irregular  intervals  at  the 
request  of  any  member  bank.  If  a  duplicated  borrower's  line 
appears  overextended  to  him,  the  examiner  may  undertake  an 
investigation  of  the  concern's  credit  standing,  perhaps  audit- 
ing its  books  and  having  an  outside  appraisal  made  at  its  ex- 
pense. He  may  also  consider  joint  action  with  the  individual 
banks  or  the  governing  bureau.  Each  bank  advises  the  ex- 
aminer when  a  line  is  closed,  and  as  soon  as  a  loan  is  paid  he 
inquires  if  the  account  has  been  unsatisfactory.  He  keeps 
an  unsatisfactory  lines  file,  without  details,  for  future  refer- 
ence. 

In  certain  centers  a  simpler  system  is  used.     Names  of 
duplicated  borrowers  and  key  numbers  of  interested  banks 
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are  alone  kept,  no  figures  being  obtained  unless  requested  by 
an  interested  bank.  A  further  variation  is  to  carry  instead 
a  loose-leaf  ledger  sheet  for  each  duplicated  borrower,  one 
copy  for  each  bank  reporting  the  name  and  one  for  the 
bureau.  The  sheets  are  made  up  from  bank  ledgers  periodi- 
cally, and  are  kept  up  to  date  by  weekly  or  other  periodical 
reports  of  new  borrowings  and  account  closings,  as  noted 
above.  Some  bureaus  also  consider  valuation  of  loan  col- 
lateral and  securities  carried  by  the  several  banks,  as  well  as 
overdraft  accounts.  In  Columbus,  Ohio,  the  bureau  also  makes 
a  notation  of  all  audits,  mortgages,  etc.,  and  receives  a  dupli- 
cate of  all  Bradstreet  reports  supplied  to  local  banks,  and 
advises  when  suit  is  filed,  when  a  concern  discontinues  busi- 
ness, loses  an  agency  contract,  or  has  a  disastrous  fire,  or 
when  a  director  or  firm  member  dies,  etc.  Not  only  is  the 
bureau  operated  by  the  clearing  house  examiner,  but  such 
bureaus  are  found  in  communities  not  yet  prepared  to  avail 
themselves  of  an  examiner's  services.  But,  to  insure  the  most 
efficient  operation  of  the  system,  the  head  of  the  bureau 
should  have  access  at  all  times  to  the  loan  records  of  each 
bank,  so  that  he  can,  if  desired,  verify  the  reports  made. 
Finally,  certain  clearing  houses  in  the  large  eastern  centers, 
while  they  operate  no  regular  credit  bureau,  depend  upon 
the  examiner  to  become  familiar  with  large  duplicated  bor- 
rowers, and  he  may  advise  interested  members  as  he  deems  it 
necessary.  The  expense  of  instituting  the  usual  form  of  credit 
bureau  is  said  to  be  surprisingly  small,  averaging  about  10 
cents  annually  for  each  $1,000  of  loans. 

A  more  recent  development  has  been  the  extension  of  the 
system  to  county  credit  bureaus.  Jasper  County,  Missouri, 
instituted  such  a  bureau  in  July,  1924.  In  September,  1929, 
there  were  105  bureaus  located  in  twelve  states.  With  the 
proposal  for  regional  clearing  houses  have  also  come  pro- 
posals for  regional  credit  bureaus.  Two  methods  of  operating 
are  customary.  One  resembles  the  incomplete  report  system 
of  trade  interchange  bureaus,  in  that  the  symbols  of  in- 
terested banks  are  only  divulged  to  participants,  and  it  is  not 
a   complete   report   showing   aggregate   loans.      The   second 
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merely  obtains  data  as  desired  by  a  member  on  a  particular 
borrower,  and  prepares  a  composite  report  which  it  sends  to 
each  member.  The  latter  method,  of  course,  does  not  cover 
all  duplications  of  loans. 

Somewhat  similar  to  the  work  of  clearing  houses  has  been 
that  of  certain  state  banking  departments.  Only  one  of  these, 
however,  namely  New  York,  has  a  definite  credit  bureau. 
This  was  organized  in  1912  and,  after  being  discontinued 
due  to  pressure  of  work,  was  reestablished  in  1929.  It  is  in- 
tended to  afford  a  continuous  f oUow-up  between  examinations. 
It  keeps  a  card  record  showing  all  borrowers,  as  revealed  by 
the  examiner's  reports,  of  $5,000  or  over,  either  as  maker 
or  as  indorser,  in  state  banks  and  trust  companies  in  New 
York  City ;  it  also  keeps  a  record  of  smaller  undesirable  loans 
and  a  record  of  borrowers  of  $2,500  or  more  in  other  state 
institutions  throughout  the  state.  This  information  is  pri- 
marily for  the  use  of  the  examiner,  who  is  furnished  with  an 
abstract  of  unfavorable  credit  information  on  such  names,  but 
if  deemed  desirable  he  brings  to  the  lending  bank's  attention 
the  fact  that  a  heavy  borrower  is  using  a  number  of  institutions 
— ^without  mentioning  names — is  apparently  kiting  checks,  as- 
signing accounts,  or  engaging  in  other  questionable  practices. 
The  banks  themselves,  however,  do  not  make  direct  inquiry 
of  the  bureau.  It  also  makes  analysis  of  investment  securities 
held  by  banks.  Other  state  banking  departments  possess  no 
regular  credit  bureaus,  due  to  the  relatively  heavy  expense  of 
conducting  such  a  bureau,  but,  as  is  the  case  with  the  Comp- 
troller of  the  Currency,  leave  the  matter  largely  to  the  indi- 
vidual examiners. 

The  Commercial  Paper  Dealer 

Banks  wishing  to  invest  their  surplus  funds  often  buy 
promissory  notes  of  business  houses  from  commercial  paper 
dealers  or  note  brokers.  These  note  brokers  have  well-organ- 
ized credit  departments,  which  analyze  carefully  the  stand- 
ing of  concerns,  the  paper  of  which  they  offer,  and  furnish 
information  to  banks  on  these  names.  The  data  include  a 
recent  financial  statement,  often  both  balance  sheet  and  profit 
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and  loss  statement,  and  similar  statements  for  previous  years 
if  desired,  with  an  auditor's  certificate  if  an  audit  has  been 
made.  Frequently,  the  broker  also  supplies  present,  high, 
and  low  outstandings;  a  list  of  the  concern's  bank  accounts; 
a  list  of  trade  references ;  a  short  history  of  the  concern ;  and 
an  indication  of  the  general  nature  of  its  business.  Some 
dealers  supply,  in  addition,  a  copy  of  trade  checkings  they 
have  made,  a  statement  of  outside  worth  of  indorsers  or 
guarantors,  and  a  short  analysis  of  quick  assets  and  current 
liabilities.  Dealers  generally  make  their  files  freely  available 
to  purchasers,  so  as  to  explain  any  special  points  which  are 
not  clear,  and  obtain  desired  information,  within  reason. 

Corporation  Services 

From  various  published  sources,  the  credit  man  can  obtain 
information  with  respect  both  to  the  condition  of  individual 
customers,  and  to  the  condition  of  various  industries,  and  the 
business  situation  as  a  whole. 

Information  on  the  condition  of  corporations  large  enough 
to  have  had  any  general  distribution  of  securities — whether 
railroad,  public  utility,  industrial,  or  financial — is  afforded 
by  the  manuals,  rating  books,  and  cards  prepared  by  several 
sources,  and  by  the  applications  which  are  made  to  list  securi- 
ties on  the  New  York  Stock  Exchange.  While  of  interest 
principally  to  the  investor  and  the  investment  banker,  they 
are  helpful  also  to  the  credit  man  dealing  with  this  class 
of  concern.  He  should  have  access  to  one  of  the  services. 
Neglecting  purely  bond  services,  three  well-known  organiza- 
tions prepare  such  data.  They  obtain  their  information 
largely  from  primary  sources,  such  as  mortgages  and  deeds 
of  trust,  annual  reports,  etc.  They  are  Moody's,  Poor's  and 
Standard  Statistics.  The  first  two  prepare  annual  bound 
volumes  for  each  of  the  leading  classes  of  corporations.  Sup- 
plementary services  keep  the  subscriber  up  to  date.  Each 
rates  the  securities  included,  both  bonds  and  stocks,  other 
than  for  financial  corporations.  Standard  Statistics,  instead, 
prepares  data  entirely  in  card  and  loose  leaf  forms.  The 
card  service  covers  the  most  active  corporations,  the  loose 
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leaf  the  less  important  ones.    Supplemental  information  to  the 
cards  is  also  carried  in  loose  leaf  form. 

These  services  make  available  detailed  data  on  the  more 
important  corporations.  This  data  embraces  an  historical 
sketch;  corporate  affiliations;  list  of  officers  and  directors; 
properties:  capital  stock  and  dividend  record;  full  descrip- 
tion of  bonds  and  other  funded  obligations;  balance  sheets 
and  income  accounts  for  a  number  of  years,  including  analysis 
of  earnings  per  share  and  in  relation  to  interest  requirements ; 
price  range  of  securities  for  a  number  of  years;  and  other 
miscellaneous  items.  The  exact  information  presented  natu- 
rally varies  with  the  corporation  in  question,  and  each  of  the 
three  services  follows  a  somewhat  different  arrangement  of 
topics.  The  data  rather  than  the  ratings,  prepared  by  the 
first  two  services,  are  of  interest  to  the  credit  man. 

The  applications  made  to  the  New  York  Stock  Exchange 
to  list  a  new  security  contain  very  detailed  information  with 
respect  to  the  issuing  corporation  and  to  its  operations.  They 
may  be  purchased  from  a  concern  which  regularly  reprints 
them. 

Business  and  Financial  Publications 

Each  important  industry  issues  either  weekly  or  monthly 
one  or  more  periodicals  devoted  to  its  interests.  Most  of 
these  are  of  a  high  caliber.  Some  of  the  more  important 
industries  have  one  or  more  publications  which  confine  them- 
selves entirely  to  a  particular  territory,  so  that  the  country 
may  be  covered  by  a  number  of  more  or  less  local  trade 
journals.  Among  the  best  known  trade  journals — issued 
weekly  unless  otherwise  specified — are  the  following : 

American  Contractor 

American  Lumberman 

American  Metal  Market,  daily  (nonferrous  metals) 

Automotive  Industries 

Coal  and  Coal  Trade  Journal 

Commercial  Bulletin  (raw  wool) 

Daily  News  Record,  daily  (textiles) 

Dry  Goods  Economist  (women's  apparel) 

Electrical  World 
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Engineering  and  Mining  Journal,  monthly  (nonferrous  metals) 

Hide  and  Leather 

India  Rubber  World,  monthly 

Iron  Age 

National  Provisioner 

Northwestern  Miller 

Oil,  Paint  and  Drug  Reporter 

Paper  Trade  Journal 

Railway  Age 

Saward's  Journal   (coal) 

Shoe  and  Leather  Reporter 

Silk  Market  Weekly  Digest 

Silkworm,  monthly 

Southwestern  Miller 

Steel  Trade  Review 

Tea  and  Coffee  Trade  Journal,  monthly 

Textile  World 

Tobacco 

Weekly  Statistical  Sugar  Trade  Journal   (Willett  and  Gray) 

Women's  Wear,  daily 

These  periodicals  are  of  use  in  following  conditions  in  the 
industry  and  in  a  particular  territory,  to  confirm  impressions 
obtained  by  personal  observation  and  contact,  and  in  obtain- 
ing information  as  to  specific  customers.  Besides  reviewing 
leading  markets,  and  giving  data  as  to  new  processes  and 
methods  influencing  the  ability  of  existing  concerns  to  com- 
pete, these  periodicals  often  contain  much  trade  information 
— changes  in  personnel,  new  financing,  balance  sheets  and 
earnings,  production,  sales,  orders,  etc.  Banks,  in  particular, 
often  clip  these  items.  They  are  then  properly  identified, 
dated,  and  filed,  perhaps  being  pasted  in  the  folder.  Instead 
of  reading  the  journal  oneself,  recourse  may  be  had  to  a 
regular  clipping  bureau,  which  will  provide  customers  with 
any  information  appearing  in  the  press  on  a  given  subject 
or  name.  For  a  bank,  trade  directories  are  often  useful,  e.g., 
in  suggesting  leads  for  further  investigation,  in  case  they 
contain  brief  descriptions  of  the  business  and  its  personnel. 

Larger  enterprises  especially  are  covered  in  the  financial 
press  which  also  devotes  attention  to  general  business  and 
financial  conditions.  Among  the  weeklies  of  trade  and  finance 
may  be  mentioned  the  Annalist,  Dun's  Review,  and  Brad- 


252  CREDIT  AND  ITS  USES 

street's,  aU  of  which  contain  statistical  material,  as  well  as 
analysis  of  conditions.  The  Commercial  and  Financial 
Chronicle,  besides  containing  information  upon  current  busi- 
ness and  financial  developments,  also  contains  a  mass  of 
current  news  of  annual  reports,  earnings,  and  production, 
as  well  as  quotations  with  respect  to  the  larger  corporations. 
It  issues  a  monthly  supplement  of  railway  earnings,  and  of 
bonds  and  quotations,  as  well  as  semiannual  railway  and 
industrial,  public  utility,  state  and  city  supplements.  Lead- 
ing daily  financial  papers,  which  contain  data  similar  to  that 
contained  in  the  Chronicle,  are  the  New  York  Journal  of 
Commerce  and  the  Wall  Street  Journal.  Official  monthly 
statistics  of  business,  as  well  as  analyses  of  the  situation,  are 
contained  in  the  Federal  Reserve  Bulletin  and  in  the  Survey 
of  Current  Business,  issued  by  the  Department  of  Commerce. 
Both  are  released  in  summary  form  to  the  general  press  as 
soon  as  prepared.  Each  of  the  twelve  Federal  reserve  banks 
issues  a  monthly  review  of  business  conditions  in  its  own 
district,  while  many  large  banks  prepare  monthly  a  review 
of  current  business.  Best  known  among  the  bank  monthlies 
are  perhaps  those  of  the  National  City  Bank  of  New  York, 
the  Guaranty  Trust  Company  of  New  York,  the  Irving  Trust 
Company  of  New  York,  and  the  Cleveland  Trust  Company  of 
Cleveland,  Ohio. 

Certain  services  devote  specific  attention  to  general  eco- 
nomic and  business  conditions.  Most  prominent  among  those 
of  particular  value  to  the  credit  man  are  the  Harvard  Uni- 
versity Committee  on  Economic  Research,  Babson,  Brook- 
mire,  and  Standard  Statistics.  All  of  these  consider  at 
greater  or  lesser  length  conditions  in  specific  industries,  be- 
sides the  general  situation.^ 

From  the  perusal  of  these  services  the  credit  man  can  obtain 
much  information  as  to  the  general  trend  of  business,  regard- 
less of  whether  or  not  he  approves  of  the  use  of  forecasting 
curves,  which  the  first  three  use.     He  can  also  obtain  much 

5  For  a  discussion  of  the  statistical  aspects  of  changes  in  business 
conditions,  see  R.  Riegel,  Elements  of  Business  Statistics  (rev.  ed.,  New 
York  and  London,  1927),  Chap.  XIX. 
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information  as  to  the  course  of  individual  industries.  Some 
banks  have  supplemented  these  sources  by  intensive  study 
of  business  conditions  in  leading  industries  which  the  bank 
is  financing,  with  a  view  to  forecasting  their  future  devel- 
opment. At  times,  this  analysis  has  proven  very  effective. 
Such  was  the  case  in  connection  with  the  sugar  situation  in 
1920,  when  a  large  New  York  City  bank  reached  the  conclu- 
sion early  in  the  year,  that,  on  the  basis  of  world  supply  in 
relation  to  consumption,  as  shown  by  stocks  and  the  crop 
situation,  a  fall  in  price  was  inevitable.  Clients  were,  there- 
fore, urged  to  use  caution,  and  at  the  same  time  the  bank's 
own  commitments  in  connection  with  the  financing  of  the 
commodity  in  question  were  safeguarded.  In  placing  reliance 
upon  such  data  obtained  from  a  bank,  it  is  essential  to  know 
that  the  bank  is  adequately  equipped  to  render  the  service. 
Some  large  business  houses  also  make  careful  analyses  of  the 
situation  in  their  industries,  although  the  results  will  be  used 
chiefiy  to  decide  questions  of  general  business  policy,  and 
do  not  have  credit  work  as  their  primary  objective. 

Trade  Associations 

In  addition  to  the  trade  press,  trade  associations  which 
have  not  indorsed  a  periodical  as  their  official  publication 
often  furnish  information  in  regular  bulletins  to  their  mem- 
bership. Moreover,  they  answer  specific  inquiries  to  a  greater 
or  lesser  extent,  and  constitute  a  prolific  source  of  informa- 
tion concerning  conditions  and  practices  in  their  trades.  As 
such,  they  are  of  specific  value  to  the  bank  credit  man.  A 
number  of  the  more  important  trade  associations  are  as 
follows : 

American  Iron  and  Steel  Institute 

American  Bureau  of  Metal  Statistics 

The  Silk  Association  of  America 

Tanners  Council  of  America 

National  Boot  and  Shoe  Manufacturers'  Association 

Rubber  Association  of  America 

Millers  National  Federation 

American  Institute  of  Meat  Packers 

National  Canners  Association 
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American  Chain  Store  Grocers  Association 
American  Wholesale  Grocers  Association 
National  Coffee  Eoasters  Association 
Tobacco  Merchants  Association 
National  Fertilizer  Association 
National  Electric  Light  Association 
American  Gas  Association 

The  United  States  Department  of  Commerce  published  a 
list  of  over  13,000  organizations  in  its  1929  edition  of  "Com- 
mercial and  Industrial  Organizations  of  the  United  States." 

In  addition,  access  to  directories,  such  as  the  Accountants 
Directory  and  Who's  Who,  is  advisable.  The  Credit  Manual 
of  Commercial  Laws,  published  annually  by  the  National 
Association  of  Credit  Men,  is  an  invaluable  handbook  of 
Federal  and  state  legislation  directly  affecting  the  work  of 
the  credit  man. 
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CHAPTER  XII 

THE  INTERVIEW  AND  THE  FINANCIAL  STATEMENT 

Instead  of  obtaining  information  about  the  debtor  indi- 
rectly, from  those  informed  about  his  standing  as  a  result  of 
trade  relations,  or  through  those  who  make  it  their  business 
to  become  informed,  the  bank  or  business  concern  may  obtain 
data  direct  from  the  debtor.  Such  information  is  among  the 
most  valuable  that  may  be  obtained.  Its  quality  is  in  general 
higher  than  that  obtained  otherwise,  while  the  subject  himself 
often  tenders  a  statement,  in  more  or  less  detail,  which  depicts 
the  financial  situation  of  his  business. 

The  Personal  Interview 

The  personal  interview  affords  the  credit  man  of  the  busi- 
ness house  or  the  loan  officer  of  the  bank  an  excellent  oppor- 
tunity to  ascertain  more  intimately  the  condition  of  the  sub- 
ject; and,  properly  conducted,  it  enables  him  to  impress  the 
subject  with  his  sincerity  and  friendliness,  and  the  assurance 
of  fair  and  considerate  treatment.  This  will  gain  the  cus- 
tomer's good  will,  and  give  him  confidence  in  the  house  or 
bank.  Thorough  cooperation  and  understanding  by  each  of 
the  other's  point  of  view  make  for  satisfactory  relations  and 
maximum  business.  The  customer  understands  the  policy 
of  the  bank  or  house,  and  its  ability  to  work  with  him;  the 
house  or  bank  understands  the  customer's  requirements.  Only 
to  a  limited  extent  may  such  understanding  be  achieved  by 
correspondence ;  frank  discussion  face  to  face  alone  can  yield 
that  measure  of  mutual  understanding  which  is  essential  to 
the  best  results.  When  such  results  are  generally  secured,  the 
credit  man  or  loan  officer  will  have  helped  to  strengthen  the 
entire  credit  and  business  structure. 

To  obtain  the  best  results  from  an  interview,  the  creditor 
must  assume  an  attitude  of  friendliness  and  candor,  not  a 
hostile,  cross-examining  one.     In  this  way,  he  will  be  able 
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to  get  the  applicant  to  talk  freely.  The  creditor  wishes  to 
obtain  information  with  respect  to  any  peculiar  features  pre- 
sented by  the  risk.  The  subject's  frankness  in  discussing 
difficulties  affords  a  valuable  guide,  while  the  data  he  fur- 
nishes can  be  checked  against  those  obtained  from  other 
sources.  But  even  more  valuable  is  the  opportunity  which 
the  interview  affords  the  creditor  to  measure  the  character 
of  the  applicant.  Through  a  discussion  of  market  conditions 
and  outlook  in  the  particular  line  and  territory  in  question, 
an  excellent  idea  of  the  subject's  shrewdness  and  extent  of 
information  can  be  obtained.  Business  ability,  as  well  as 
character,  may  be  revealed. 

The  actual  conduct  of  the  interview,  and  the  accurate 
recording  of  the  information  obtained,  are  materially  facili- 
tated by  making  notations  and  specific  figures  on  a  list  of 
questions  which  are  discussed  in  order.  But  care  must  be 
taken  not  to  destroy  the  freedom  of  the  interview  through 
hesitancy  on  the  part  of  the  subject  or  through  a  mechanical 
approach  on  the  part  of  the  credit  man.  It  is  best  to  en- 
courage the  subject  to  talk;  the  credit  man  should  be  a 
good  listener.  Furthermore,  while  the  subject  should  have 
an  opportunity  to  explain  any  conditions  seemingly  detri- 
mental to  his  credit,  the  credit  man  should  proffer  advice  only 
when  requested. 

The  personal  interview  often  occurs  when  a  new  customer 
opens  an  account  with  the  bank,  and  later  may  occur  as 
special  circumstances  dictate.  The  only  time  the  credit  man 
in  the  business  concern  is  likely  to  see  the  customer  is  when 
a  new  credit  of  doubtful  value  is  sought,  when  unforeseen 
complications  develop,  or  when  the  customer  has  become  in- 
volved. In  that  event,  the  customer  may  be  asked  to  call 
at  the  house,  and  the  situation  discussed  with  him. 

The  Plant  Visit 

The  formal  plant  visit,  or  industrial  survey,  is  employed 
more  largely  by  banks  than  by  business  houses.  Even  by 
banks,  it  is  confined  to  cases  where  conditions  are  without 
precedent,  where  a  decision  is  difScult,  or  where  it  is  found 
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that  the  borrower  has  become  embarrassed.  The  industrial 
survey,  however,  is  a  regular  part  of  the  detailed  investigation 
made  by  an  investment  banker  of  a  project  in  which  he  is 
interested.  He  frequently  retains  an  industrial  engineer  to 
inspect  the  physical  property,  determine  efficiency  of  pro- 
duction, relation  between  costs  and  market  prices,  probable 
future  development  of  territory  served,  and  need  for,  as  weU 
as  probable  return  on,  new  capital  desired. 

The  commercial  banker,  however,  is  not  interested  pri- 
marily in  the  long  term  or  fixed  assets  of  the  business,  but 
rather  directly  in  its  current  liquidating  power.  Only  in  so 
far  as  the  plant  condition  affects  productive  power  will  it  be 
a  leading  factor  for  him.  An  old  plant,  inadequately  equipped 
and  with  necessarily  poor  layout,  may  succeed  in  making 
money  during  periods  of  unusual  prosperity,  but  not  during 
a  depression.  The  same  is  true  of  a  poorly  located  and  inef- 
ficiently conducted  mercantile  enterprise,  although,  in  such 
a  ease,  readjustment  is  simpler  than  where  there  is  a  large 
fixed  investment.  For  commercial  bank  purposes,  an  expert 
technical  survey  is  generally  unnecessary;  in  the  vast  ma- 
jority of  cases,  the  experienced  credit  man  or  loan  officer, 
familiar  with  the  leading  industries  financed  by  the  bank, 
can  reach  an  adequate  judgment  as  to  records,  physical  plant 
and  human  element  in  the  business  under  consideration. 

Under  any  circumstances,  a  visit  to  the  customer's  place 
of  business  enables  the  credit  man  to  visualize  the  risk.  He 
sees  the  customer  in  his  setting,  and  can  form  an  impression 
of  his  methods  of  doing  business.  The  retailer's  location  is 
an  important  factor  in  his  success  or  failure.  Many  mer- 
cantile credit  men,  therefore,  make  it  a  practice  to  send  mem- 
bers of  the  credit  department  to  visit  customers  periodically. 
The  larger  houses  necessarily  confine  such  visits  to  the  more 
important  accounts  and  those  presenting  special  problems. 
Sometimes  traveling  credit  representatives  (referred  to  in 
Chapter  VIII)  are  used  for  this  purpose.  Or,  perhaps,  the 
financially  pressed  customer  may  be  visited  at  his  place  of 
business,  instead  of  being  asked  to  call  on  the  creditor. 
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Past  Relations  with  the  Subject 

The  past  experience  of  the  bank  or  business  house  with  its 
customers  throws  much  light  upon  their  continuing  desir- 
ability as  credit  risks.  The  large  bank,  in  particular,  is 
likely  to  have  recourse  to  a  variety  of  its  own  records,  to 
supplement  the  credit  file.  The  loan  and  discount  depart- 
ment records  show  whether  the  subject  has  been  a  frequent 
borrower,  the  extent  of  his  borrowings,  the  line  of  credit 
extended,  and  the  security  or  form  of  borrowing  used.  They 
also  show  how  loans  have  been  met;  in  particular,  whether 
renewals  have  been  periodically  requested,  or  whether  notes 
have  gone  to  protest.  The  new  business  department  has 
various  items  covering  personnel  and  management,  while  the 
bookkeeping  department  has  data  on  balances  maintained. 
In  large  banks  with  foreign  departments,  the  experience 
recorded  should  be  carefully  reviewed.  The  loan  and  balance 
record  is  often,  especially  in  the  large  institutions,  summarized 
on  average  balance  and  loan  cards,  and  the  entire  relations 
with  the  bank  are  visualized  in  the  central  file.  Both  of 
these  topics  have  already  been  discussed.  From  these  records, 
the  banker  can  ascertain  whether  the  borrower  maintains  a 
profitable  account,  with  no  undue  calls  for  gratuitous  service ; 
whether  the  bank  has  his  entire  banking  business;  whether 
he  is  businesslike  in  the  handling  of  his  bank  relations,  or 
whether  he  is  careless  or  neglectful,  perhaps  even  given  to 
attempting  more  or  Jess  sharp  practice  (such  as  habitually 
overdrawing  or  drawing  against  uncollected  items). 

Similarly,  the  business  house  will  consider  its  past  experi- 
ence. 

The  Financial  Statement 

While  obtained  in  varying  detail  by  banks  and  business 
houses,  the  financial  statement  comprises  two  principal  parts : 
the  balance  sheet,  and  the  profit  and  loss  statement.  The 
financial  statement  is  also  variously  called  a  "statement  of 
assets  (or  resources)  and  liabilities,"  a  "statement  of  con- 
dition," and  a  "property  statement."  The  balance  sheet  is 
a  tabular  display  of  the  assets,  liabilities,  and  net  worth,  or 
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deficit,  itemized  in  more  or  less  detail,  depending  upon  the 
maker's  bookkeeping  methods.  From  an  accounting  point 
of  view,  it  is  a  condensed  record  of  the  books;  more  fully, 
a  schedule  of  the  balances  of  the  real  accounts  appearing 
on  the  ledger  after  the  nominal  accounts  have  been  closed. 
The  profit  and  loss  statement  is  called  variously  the  "income 
account,"  "income  sheet,"  "revenue  and  expense  statement," 
"loss  and  gain  statement,"  and  "trading  and  profit  and 
loss  statement." 

The  balance  sheet  is  static,  the  profit  and  loss  statement 
dynamic.  The  one  affords  an  instantaneous  photograph  of 
the  business  as  it  stands,  the  other  a  moving  picture  of  the 
financial  operations  of  the  business  during  a  given  period  of 
time.  The  balance  sheet  takes  a  cross  section  and  depicts 
conditions  at  a  given  moment,  disclosing  the  equities  of 
owners  and  creditors,  hence  the  solvency  of  the  business.  The 
profit  and  loss  statement,  instead,  gives  a  running  narrative 
of  what  has  happened.  Between  the  two,  the  "profit  and 
loss"  or  "surplus"  item  on  the  balance  sheet  affords  a  con- 
necting link.  Into  it  feed  the  results  of  the  operations,  and 
the  item  is  adjusted  in  accordance  therewith.  Thus  the  profit 
and  loss  statement  supplements  in  a  sense  the  balance  sheet, 
since  it  helps  to  complete  the  story  recorded  therein. 

The  statement  may  be  for  one  date  only,  or  it  may  set  up 
in  parallel  column  fashion  the  situation  on  each  of  several 
dates,  and  thus  present  a  comparative  statement.  It  may 
be  full,  or  it  may  be  condensed,  so  as  to  show  merely  the 
leading  items  or  groups  of  items.  Finally,  it  may  refer  to 
the  situation  of  a  single  concern,  or  may  embrace  the  com- 
posite situation  of  a  group  of  related  concerns,  and  be  known 
as  a  consolidated  statement.  In  so  far  as  any  uniformity 
exists,  the  practice  is  to  consolidate  the  accounts  of  aU  sub- 
sidiaries which  are  75  per  cent  or  more  owned. 

The  statement  benefits  both  debtor  and  creditor.  The 
latter  is,  in  a  sense,  a  partner,  and  therefore  entitled  to 
information.  It  helps  him  to  determine  the  ability  of  the 
debtor  to  meet  obligations  at  maturity.  It  renders  possible 
better  judgment  in  fixing  a  line  of  credit,  and  in  granting 
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renewals  or  extensions.  It  helps  to  eliminate  incompetent 
risks,  unable  to  furnish  satisfactory  statements;  and  discour- 
ages fraud  by  dishonest  debtors,  who  might  hesitate  to  give 
false  statements.  It  also  enables  the  bank,  not  only  to  guard 
against  loss,  but  to  maintain  a  high  reputation  by  dealing 
with  desirable  customers. 

The  practice  of  giving  a  statement  benefits  the  debtor  no 
less.  He  realizes  that  he  must  make  a  good  showing,  there- 
fore he  hesitates  to  engage  in  hazardous  undertakings.  He 
keeps  records,  thereby  avoiding  the  incompetence  that  arises 
so  largely  from  lack  of  accurate  information  about  his  busi- 
ness. Knowledge  of  the  exact  situation  tends  to  prevent 
overbuying.  The  creditor,  being  advised,  can  aid  him  if 
necessary  by  pointing  out  any  difficulties,  while  the  more 
accurate  information  gives  him  the  credit  he  needs — not  too 
little,  nor  too  much,  which  is  just  as  harmful.  He  benefits 
by  the  weeding  out  of  dishonest  and  incompetent  merchants, 
who  are  most  undesirable  as  competitors,  and  thus  honest 
merchants  are  protected. 

The  objections  sometimes  raised  by  business  men  to  giving 
statements  can  be  answered.    The  principal  objections  follow : 

1.  Since  the  debtor  is  already  obtaining  all  the  credit  he  needs, 
he  does  not  believe  it  is  necessary  to  submit  a  statement. 

2.  The  customer  either  discounts  or  pays  promptly. 

3.  The  statement  may  reach  his  competitor's  hands. 

4.  The  customer  believes  in  complete  secrecy  with  respect  to  his 
affairs. 

5.  Income  tax  authorities  may  obtain  possession  of  the  statement 
and  assess  a  larger  tax. 

6.  Statements  given  to  the  agencies  are  available  to  all  creditors. 

7.  Existing  creditors  can  be  consulted. 

The  above  objections  evidence  lack  of  confidence  between 
debtor  and  creditor,  and  this  condition  tends  to  embarrass, 
rather  than  to  promote,  the  best  business  relations. 

Obtaining  Statements 

Originally  credit  rested  upon  a  personal  basis,  and  this 
still  holds  true  in  the  small  community.    But  to-day  business 
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is  conducted  over  a  wide  area,  and  by  large  units.  The 
close,  lifelong  contact  between  debtor  and  creditor  is  often 
lacking.  In  place  of  personal  acquaintance,  emphasis  is 
placed  upon  concrete  fact,  and  that  is  best  embodied  in  the 
financial  statement.  For  the  large  city  bank,  in  particular, 
the  statement — adequately  verified — constitutes  the  most  im- 
portant single  source  of  information.  The  debtor  to-day 
stands  ready,  far  more  than  ever  before,  to  furnish  a  state- 
ment of  his  condition.  This  may  be  due  to  the  modern 
scientific  methods  of  conducting  business,  made  necessary  by 
the  keen  competition  and  the  close  profit  margins  prevailingi 
It  may  also  be  traced  to  the  increasingly  close  contact  of 
banks  and  business  houses,  stimulated  by  the  crisis  of  1920. 
The  influence  of  the  Federal  Reserve  Board  and  banks  has 
served  to  emphasize  the  importance  of  the  statement  as  an 
evidence  of  the  eligibility  and  acceptability  of  paper  tendered 
to  the  Federal  reserve  banks  for  rediscount.  The  debtor  is 
keeping  books  much  more  generally  than  ever  before,  due  in 
considerable  measure  to  the  necessity  of  record  keeping  to 
ascertain  Federal  taxes,  and  due  also  to  the  fact  that  many 
retailers  have  materially  increased  their  sales  and  profits. 

Certain  states  require  publication  of  financial  statements 
by  corporations.^  This  is  the  case,  with  various  exceptions, 
for  specific  classes  of  corporations,  in  Alaska,  District  of 
Columbia,  Nebraska,  Nevada,  North  Dakota,  South  Dakota, 
and  Tennessee.  A  few  states  require  corporations  to  permit 
creditors  to  examine  those  records  and  books  of  account  that 
have  a  direct  bearing  on  their  claims.  This  is  the  case  only 
in  Missouri,  New  Hampshire  (creditor's  attorney  also  has 
the  right),  and  Oregon.  Again,  sixteen  states  and  territories 
require  specified  corporations  to  render  financial  statements, 
in  certain  cases  for  tax  purposes  only,  to  state  officials  who 
record  and  file  them.  This  obtains  in  Alaska,  Arkansas,  Colo- 
rado, Hawaii,  Massachusetts,  Michigan,  Missouri,  Montana, 
New  Hampshire,  New  York,  Ohio,  Porto  Rico,  and  Vermont, 
as  well  as  for  tax  purposes,  in  Arizona,  Kansas,  and  Penn- 


iS.  F.  Brewster,  Legal  Aspects  of  Credit  (New  York,  1923),  pp.  169- 
174. 
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sylvania.  Finally,  seventeen  states — California,  Louisiana, 
Maryland,  Michigan,  Minnesota,  Missouri,  Montana,  New 
Hampshire,  New  York,  North  Dakota,  Ohio,  Oklahoma,  Ore- 
gon, South  Carolina,  South  Dakota,  Wisconsin,  and  Wyoming 
— ^require  that  books  be  open  to  stockholders  or  that  a  state- 
ment be  furnished  to  them  on  request  under  specified  condi- 
tions. In  August,  1926,  a  prominent  economist  advocated 
that  the  Federal  Trade  Commission  use  its  power  to  compel 
submission  of  more  complete  and  comprehensible  reports  by 
large  corporations  ^  and  praised  the  efforts  of  the  New  York 
Stock  Exchange  to  encourage  wider  publicity  of  corporate 
affairs. 

Despite  the  advantages  of  a  financial  statement  obtained 
at  first  hand,  business  houses  obtain  most  of  them  indirectly 
from  the  report  of  a  mercantile  agency  or  credit  bureau 
to  which  the  debtor  or  possible  customer  has  furnished  a 
statement.  But  such  statements  are  often  incomplete  or  in- 
adequate; sometimes  they  are  obtained  orally  and  are  not 
compiled  carefully  from  the  books,  so  that  the  maker  of  the 
statement  is  tempted  to  overestimation  or  carelessness;  some- 
times inaccuracies  occur  during  transcription ;  and  sometimes 
they  are  out  of  date.  It  is  far  better  to  obtain  a  statement 
directly.  This  is  done  by  some  business  houses  only  for  new 
accounts,  where  the  agency  statement  suggests  doubt.  The 
general  practice  of  banks  is  to  an  increasing  extent  to  require 
that  a  direct  statement  be  submitted,  and  they  require  much 
more  detail  than  do  business  houses.' 

An  interesting  departure  in  obtaining  statements  is  that 
undertaken  in  1930  by  the  National  Credit  Office  on  behalf 
of  the  Downtown  Textile  Credit  Group,  Inc.,  and  the  Uptown 
Credit  Group  of  the  Textile  Industry.  Besides  an  audited 
statement,  it  obtains  from  each  customer  of  the  members  of 
these  two  groups  a  statement  on  a  form  it  has  devised,  repro- 

2W.  Z.  Ripley,  "Stop,  Look,  Listen,"  Atlantio  Monthly,  September, 
1926.  Later  incorporated  in  Main  Street  and  Wall  Street  (Boston, 
1927). 

8  The  executive  committee  of  the  State  Bank  Division  of  the  American 
Bankers  Association  in  January,  1926,  urged  maintenance  of  credit 
files  on  all  borrowers  obtaining  unsecured  loans  in  excess  of 
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duced  in  Figure  25.  These  statements  it  photostats  and 
supplies  to  the  several  interested  houses.  Thus  direct  re- 
quests for  statements  are  obviated,  while  comprehensive  and 
uniform  data  are  obtained. 

Those  business  houses  which  obtain  a  statement  direct,  do 
so  once  a  year.  Banks  likewise  generally  obtain  a  statement 
annually;  but  they  obtain  statements  more  frequently  from 
borrowers  in  poor  condition,  and  they  obtain  statements  from 
other  banks  that  borrow  from  them  on  the  occasion  of  each 
ofiBcial  call — in  the  case  of  national  banks,  at  least  three  times 
a  year.  A  recent  statement  is  especially  desirable  where 
sales,  purchases,  receipts,  or  disbursements  are  relatively 
large  and  frequent,  or  where  inventories  are  subject  to  wide 
change  in  price. 

Concerns  usually  issue  their  annual  financial  statements 
either  at  the  end  of  the  calendar  year  or  at  the  end  of  their 
natural  business  year.  These  statements  show  ability  to  liqui- 
date, but  give  no  indication  of  peak  requirements.  December 
31  is  by  far  the  most  frequent  date,  a  study*  several  years 
ago  showing  316  or  72  per  cent  of  the  439  reporting  concerns 
issuing  statements  as  of  that  date.  The  public  accountants 
through  whom  the  information  came  reported  that  use  of 
the  most  suitable  natural  year  for  each  industry  would  have 
caused  only  44  per  cent  to  be  dated  December  31  and  14.8 
per  cent  June  30,  with  between  6  and  7  per  cent  each  in 
January,  March,  October,  and  November.  Unavailability  of 
a  statement  as  of  the  regular  date  and  use  of  a  prior  state- 
ment naturally  suggests  that  retrogression  in  condition  may 
have  occurred. 

To  obtain  a  statement  direct,  the  request  must  be  carefully 
framed.  An  arbitrarily  worded  request  may  create  an- 
tagonism. A  courteous  but  firm  request,  evidencing  a  belief 
in  the  reasonableness  of  the  request,  produces  confidence  and 
friendship.  Refusal  to  make  a  statement  in  response  to  such 
a  letter  merits  investigation.  A  special  letter  is  preferable, 
but,  if  it  cannot  be  specially  typed,  some  prefer  a  printed 
letter.    A  request  that  avoids  the  appearance  of  mere  routine 

iThe  Natural  Business  Year  (University  of  Illinois,  1926). 
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obtains  the  best  results.    A  tickler  system  is  of  use  in  follow- 
ing up  requests."" 

Preparation  of  Statements 

The  accuracy  of  the  financial  statement  depends  in  large 
measure  upon  the  ability  and  integrity  of  the  one  who  pre- 
pares it.    It  may  be  prepared  in  these  ways: 

1.  By  the  borrower  himself 
(a)  On  his  own  form 

(6)  On  a  form  prepared  or  approved  by  the  creditor 

2.  By  a  public  accountant 
(a)  Balance  sheet  audit 

(6)  Complete  (detailed)   audit 
(c)  Cash  audit 

3.  By  the  creditor,  from  data  ascertained  from  the  borrower,  or 
by  examination  of  his  books 

The  statement  prepared  by  the  borrower  himself  is  ob- 
viously of  limited  value.  Its  value — ^be  it  signed  or  unsigned 
— depends  upon  the  good  faith  or  integrity  of  the  debtor, 
after  making  due  allowance  for  his  propensity  to  minimize 
liabilities  and  maximize  assets,  as  well  as  upon  his  knowledge 
of  accounting.  The  same  is  true  when  he  uses  the  creditor's 
form,  but  the  form  has  the  advantage  of  giving  completeness 
and  uniformity  of  classification,  and  ease  of  historical  and 
analytic  comparison  with  other  concerns,  while  it  makes  pos- 
sible supplementary  data  designed  to  clarify  and  in  part  verify 
the  items  on  the  statement,  as  well  as  to  give  information  on 
personnel  and  operations.  The  third  class  represents  an  ex- 
treme case,  where  the  information  on  an  unaudited  statement 
is  insufficient  and  questionable.  It  is  usually  too  expensive 
and  bothersome  to  examine  the  debtor's  books. 

Audited  statements  as  a  class  are  favored  because  the 
auditor  presumably  is  qualified,  impartial,  and  with  profes- 
sional standing  to  maintain,  being  subject  to  discipline  either 
by  the  state  or  by  a  society  of  accountants;  but  credit  men 
often  insist  that  they  approve  the  accountants  selected  to 

6  A.  Wall,  The  Bankers'  Credit  Manual  (rev.  ed.,  Indianapolis,  1924), 
p.  33,  suggests  such  a,  system. 


THE  INTERVIEW  AND  THE  STATEMENT     265 

make  the  audit.  The  bank  credit  man  gets  more  audited 
statements  than  does  the  mercantile  credit  man,  although  the 
practice  has  been  gaining  favor  with  the  latter  in  recent  years. 
Some  years  ago  the  American  Association  of  Public  Account- 
ants, later  absorbed  by  the  American  Institute  of  Accountants, 
addressed  a  request  to  bankers  throughout  the  country  to 
express  their  attitude  toward  certified  financial  statements 
as  a  basis  for  credit.  The  844  replies  showed  the  following 
views: 

Strongly  in  favor  121 

Favorable   501 

Opposed   15 

Strongly  opposed  5 

Noncommittal    202 

Audits  of  public  accountants,  however,  differ  in  compre- 
hensiveness. There  are  three  principal  kinds:  the  balance 
sheet  audit,  the  complete  or  detailed  audit,  and  the  cash 
audit."  The  last  tests  the  accountability  of  one  who  has  cash 
or  other  negotiable  instruments  in  his  custody.  Much  more 
important  are  the  other  two  classes.  A  balance  sheet  audit 
"involves  a  verification  of  the  assets  and  liabilities  as  they 
appear  upon  the  statement  by  checking  them  against  the 
items  on  the  books.  It  is  incomplete  in  the  sense  that  ledger 
items  are  not  traced  back  to  original  transactions,  and  that  no 
attempt  is  made  to  discover  more  than  the  most  obvious 
errors  of  principle."  On  the  contrary,  the  "detailed  audit 
involves  a  complete  examination  of  all  the  accounts,  books, 
records,  and  transactions  in  detail,  including  methods  of 
appraisal,  avenues  of  fraud,  and  the  detection  of  mechanical 
errors  as  well  as  errors  of  principle."  However,  this  does 
not  imply  universal  preference  for  the  complete  audit.  Some 
believe  that  the  complete  audit  weakens  the  moral  hold  of 
the  creditor  upon  the  debtor,  who  knows  details  of  the  mer- 
chandise he  may  not  be  called  upon  to  reveal.    Others  think 

«G.  Gf.  Munn,  Bank  Credit  (New  York,  1925),  p.  86.  For  a  memo- 
randum outlining  suggested  procedure  in  making  balance  sheet  audita, 
proposed  by  the  American  Institute  of  Accountants,  see  Federal  Re- 
serve Bulletin,  April  1,  1917,  pp.  270-284;  revised  May,  1929,  and 
reprinted  under  the  title  "Verification  of  Financial  Statements. 
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that,  in  the  case  of  large  companies,  personal  supervision  of 
inventories  is  arduous  if  not  impracticable,  since  the  latter 
calls  for  technical  knowledge,  which,  however,  a  special  ap- 
praiser may  possess.  It  is  generally  believed  that  better  re- 
sults are  obtained  if  the  accountants  accept  the  count  and 
classification — ^perhaps  embodied  in  the  sworn  statement  of 
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New  York,  financial  statement  form: 

an  ofaeer  of  the  concern— and  merely  test  the  accuracy  of  the 
inventory  originally  taken  by  the  concern.  Estimates  to-day 
indicate  that  90  per  cent  of  the  statements  certified  by  public 
accountants  are  balance  sheet  audits. 

The  accountant's  certificate  reveals  the  limitations  of  the 
audit  and  the  qualifications  to  be  made.    Whatever  the  exact 
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wording,  the  unqualified  certificate  states  in  substance  tliat 
in  the  opinion  of  the  accountant  the  balance  sheet  expresses 
the  true  condition  of  the  concern  on  the  date  designated. 
The  qualifications,  if  few  in  number,  may  be  embodied  in  the 
certificate  itself.  If  more  numerous,  but  possible  of  brief 
expression,  some  accountants  prefer  to  note  them  in  parenthe- 
ses on  the  body  of  the  statement.  In  any  event,  they  should 
be  clear  and  as  concise  as  possible.  Examples  of  certificates 
on  balance  sheet  audits  follow: 

"The  above  is  a  true  and  correct  transcript  of  the  assets  and 
liabilities." 

"The  balance  sheet  herewith  presented  is  a  true  copy  of  the 
assets  and  liabilities,  as  shown  on  the  books  of  the  company." 

The  credit  man  needs  to  study  carefully  the  certificate  before 
he  draws  any  deductions  from  the  statement.  The  Robert 
Morris  Associates  has  had  a  committee  for  years  which  deals 
with  the  matter  of  accountants'  practice  in  preparing  state- 
ments and  their  certificates  thereunder. 

Statement  Forms 

Accounting  practice  recognizes  a  number  of  different  ar- 
rangements of  the  balance  sheet.'  The  so-called  "balanced" 
form,  often  referred  to  as  the  "account"  form,  embraces  two 
columns,  set  opposite  one  another.  To  be  contrasted  with  the 
"balanced"  form,  and  especially  useful  where  detailed  ex- 
planation is  needed,  is  the  "running,"  "schedule,"  or  "re- 
port" form,  in  which  the  liabilities  and  capital  accounts  ap- 
pear underneath  the  assets.  English  practice  is  the  reverse 
of  American,  placing  the  assets  at  the  right  or  at  the  bottom. 
Again,  the  items  may  be  classified  in  different  ways.  In  the 
"capital"  arrangement,  the  proprietor  is  considered;  the 
permanent  or  capital  assets  appear  first,  and  then  there  is  a 
logical  progression,  with  current  assets  last.  The  liabilities 
are  usually  arranged  to  conform  with  the  assets.  This  form 
is  much  less  useful  to  credit  men  than  the  "current"  arrange- 
ment, which  considers  the  creditor,  and  in  which  the  assets 

7  See  E.  A.  Sailers  (ed.),  Accountants'  Bandlook  (New  York,  1923), 
and  E.  J.  Kilduff,  Auditing  and  Accounting  JSandbook  (New  York,  1924), 
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are  arranged  in  the  order  of  their  convertibility  into  cash- 
negotiability  or  liquidity— beginning  with  cash  among  the 
current  assets.  Deferred  assets  come  last,  following  capital 
assets. 

The  income  or  profit  and  loss  statement  is  prepared  in  two 
principal  forms.  The  "account"  form  shows  a  credit  side 
at  the  right,  devoted  to  sales  or  gross  earnings,  and  a  debit 
side  at  the  left,  giving  costs,  expenses,  losses,  and  balance  of 
net  income  (or  deficit).  This  form  has  little  to  recommend 
it,  and  the  narrative  form  is  preferred.  This  shows  gross 
sales  or  earnings,  then  makes  necessary  deductions  under- 
neath, adds  extraordinary  items  of  income,  and  finally  shows 
distribution  of  total  income.  It  may  be  added  that  most  com- 
panies hesitate  to  furnish  detailed  operating  statements. 
Many,  however,  are  willing  to  disclose  condensed  reports, 
showing  items  such  as  net  sales,  net  profits,  dividend  pay- 
ments, and  additions  to  surplus. 

The  forms  prepared  by  creditors,  either  bank  or  mercan- 
tile, exhibit  considerable  diversity.  There  have  been  various 
movements  to  promote  standardization  of  these  forms.  In  the 
mercantile  field,  the  National  Association  of  Credit  Men  early 
interested  itself  in  this  idea,  and  in  1899  adopted  a  form 
which  it  recommended  to  its  membership.  From  time  to 
time,  it  has  added  other  recommended  forms,  so  that  to-day 
it  has  several  forms,  of  varying  degrees  of  complexity;  and 
the  simpler  ones  are  designed  especially  for  use  with  retail 
as  distinct  from  wholesale  debtors.  The  forms  have  under- 
gone a  continuous  process  of  revision  as  items  have  become 
of  greater  or  lesser  importance  with  changing  conditions.  In 
some  industries,  particularly  those  in  which  the  trade  asso- 
ciation operates  a  credit  bureau,  such  a  body  has  prepared 
forms  on  which  statements  are  tendered  to  it. 

In  banking,  the  New  York  State  Bankers'  Association  was 
first  in  the  field,  and  in  1895  nearly  all  its  nine  groups 
recommended  to  members  a  "property  blank."  It  requested 
the  American  Bankers*  Association  to  consider  the  matter  at 
the  latter 's  meeting  in  1899.  A  committee,  subsequently  ap- 
pointed, prepared  a  standard  form.    Following  the  1915  con- 
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PROPERTY  STATEMENT 


'riiiii  ftiliHilil  wii)  niMnminiliil  hr  th*  HiHmiI  flMiiriHui  nl  ri 


sriJA 

For  Ihc  purpose  ot  obtaining  merchandise  (ram  you  on  credit,  I  (we)  tnake  the  following  stalcment  In  writing, 

should  rely  thereon  respecting  my  (our)  RnaocuU  condition  as  of  (Date) 19 — 

(All  qucsiions  should  be  answered.    When  no  figures  arc  inserted,  write  word  "None,")  


ASSETS 

LIABIUTIES 

For  MERCHANDISE: 

Accounts  owing  by  customer!,  good  and 

Notes  owing  by  customers,  good  and  eol- 

Far  BORROWED  MONEY  ^ 

Merchandisc :  (not  on  consignment  or  con- 
ditional sale.)    (How  valued!  Cost 

Notes  or  debts  payable  to  othen  (iDclud- 

Other  quick  assets: 

Deposits  of  money  wilb  us:    (Describe) 

•^wtntr  f-TT  Vfngrt  anil  Salarifi 

Owing  for  Taxes  (cily.  slalo  and  federal)- 

Owing  for  Rental . , 

Fixtures    and    other    Equipment:    (How 

TOTAL  QUICK  LIABIUTIES 

Dd)t   secured  by   mortgage   on   land   or 

DdM  secured  by  ebaltel  mortgage  or  other 

Notes  and  Accounts  owing  from  members 
ol  firm,  employed,  or  othen  not  cos- 

Otter  liabilities: 

Other  assets : 

1               > 

.TOTAL  UABIUTIES 

, 



■ 

(     Profit, 



Whit  books  of  account  do  you  keep? 

Was  this  italemcni  made  from  those  books  P__ 


_Do  you  keep  cost  records? 


Do  you  sell  or  pledge  your  accounts  to  creditors,  bulks,  finance  companies  or  others? 

Illedged?    f What  amomit  of  your  accounts  have  you  sold  or  pledged  during  the  past  twelve  months?  $ 

Are  any  creditors  secured  by  mortgage  or  ticnof  any  sort?  It  so,  '■■""^ 


Are  any  claims  in  attorneys'  hands  or  luib  against  you? 

Have  you  merchandise  on  coniignment  or  conditional  sale? 
11  business  properly  is  leased,  for  what  term  and  what  rental?  _ 
Name  and  locality  of  your  bank  or  banks     ■ 
Location  and  kind  of  hiiiine« 


Pfevkmt  business  expericr 


Is  your  bminfSi  incorporated?— 


>,  under  laws  of  what  si 


[|  is  important  that  every  question  on  both  sides  oF  litis  sheet  be  correctly  answered  ancl  that  the  blanks  be  carefully  filled  in. 
In  ansnrerinif  questions  involving  amounts  write  the  word  "none"  where  figures  do  i»i  apply.    Vou  will  God  it  aifvantageous  to  keep 
S  copy  of  Ibu  statement  for  comparison  with  the  showing  you  will  be  able  to  make  a  year  hence. 
'Capital  stock  item  to  be  filled  out  only  by  corporations:. 


Pig.  24.   Natioital  Association  of 


vention,  another  committee  was  appointed,  and  it  devised 
forms  which  were  recommended  by  the  1917  convention. 
These  forms  have  been  extensively  used  by  banks  throughout 
the  country.  Some  state  bankers'  associations  have  likewise 
prepared  forms.  On  August  4,  1915,  the  Cleveland  Clearing 
House  likewise  adopted  standardized  forms  which  are  now 
widely  used  by  its  members  and  others,  but  forms  prepared 
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Uadiinery  and  Equiprocnt  held  under  Cooditioiia]  Sale  or  Lcuo  Contract— 
Debt  on  Conditional  Sale  or  Leue  Contrart 


On  Muchandiie  $, 

Olher  Equipineat  $_ 

Ii  any  iiuurance  auij 

Annont  of  lite  iniuraoce  for  benefit  of  businej: 

In  what  Mmionies  ((ire,  ll(e,  ttc.> 


INSURANCE 

UsrlAtifrf  ^_. 


—.What  amount? 


Emplojers'  liabjli^  $_ 
_To  whom? , 


—Do  }[i}u  carry  ^deliiy  Bond!?-. 


SUMMARY  OF  PROFtT  AND  LOSS 


Inventory  of  Kiie.  beginning  of  fiscal 

year  (nof  including  fi^itures  or  equic^ 

Con  of  Mdte.  purchaicd  during  (he  year 

k>»«..lc 1 

== 



-RECORD  OF  tAND  AND  BUILDINCS 

Title  in  name  ol 

Deieription  and  location 

Book  .value 

Assoicd 

Amount  of 

TovrtKwa 

BUY  PRINCIPALLY  FROM  TKE  FOLLOWING  CONCERNS 

Nana 

Addnsus 

Amount  Owing 

Op«A™n. 

Hotia 

■ 

Names  and  Addreuet  of  Partners,  or  i(  Corporatian,  of  OSicen_ 


REMARKS: 
The  foregoing  statenient  haa  been  carefully  read  Oioth  piinted  and  %VTitIea  matter)- and  b  &>  all  respects  complete,  accurate  and 
truthful    It  disclosca  to  you  the  true  Uate  of  my,  (our)  Snandal  condition  en  the  date  obove  stated.    Since  that  lime  tltere  bu  been  no 
malcfial  unfavorable  change  in  my  (our)  finandal  conditionj  and  if  any  such  change  lakc»  place  I  <wc>  wiQ  give  you,tiatiCb   Until  such 
notice  is  given,  you  are  to  regard  this  as  a  contiDuing  stalcmcnt 


Name  of  Individual,  Firm  or  Corpqratin 


Signed  ty_ 
Street 


Date  of  tigninc  itatenent- 
Poni  ;■  vxu-a-a 


Chedit  Men,  pinanoial  statement  form 


by  other  clearing  houses  generally  had  only  a  local  distribu- 
tion. The  Federal  Reserve  Board  and  later  the  several 
Federal  reserve  banks  have  devised  blanks,  especially  in  con- 
nection with  paper  offered  to  them  for  rediscount,  which  have 
obtained  a  fairly  wide  distribution  in  their  respective  districts. 
Accountants  have  also  discussed  this  subject  in  their  pro- 
fessional journals.     Some  of  the  most  satisfactory  types  of 
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STATEMENT  OF  FINANCIAL  CONDITION  OF 


RnnN«M___ 

FULL  NAME 

TITLE 

AGE 

*"■  ,                          \ 

•ifnrVh^Mm  anH  OIRm  held  t>v  each    ( 

—Sttte— 


meflt  Ol  TBJ  lOnrj  USCIS  Uia  uaoiuae*  bxcd  nam  mj   VUOi/   uuuk>  Buuvruia   uie  nnanoai  GDII- 

appearing  betaw  of  mr  (our)  lut  physiul  inventory  and  bued  upon  in  actual  plvaical  Inven-. 
,t  u  lent  yon  (or  Ihe  pnryoie  of  havinK  you  exhibit  it,  or  send  copies  of  It,  whether  pboto- 
I  li«ted  on  page  1  hereof  nnder  the  heading  of  memben  of  the  Uptown  Credit  Group  ol  the 


Place  of  BMUxaa— — 

(SinM  ud  MsmbcT) 

NATIONAL  CREDIT  OFFICE,  Ino. 

2  P«nKXVENUe,  NEW  YORK  CITY 

Dear  Sirs:  ^^^^  ^  ^^  atatemeni  of  ray  (onr)  taaeta  and  IiabiHtie»  laktn  from  my  (cm)  bpola  ahowfiig  the  SeapdaJ  con- 
dition of  my  (our)  business  as  of  the  date  a =-"  •"' '  ""  <■«"*  '"'  "f-"'"'  .nv^nwrv  and  hu«l  uoon  an  acnul  Dhv»a]  tnwr.. 

torjr  taken  as  of  that  day.    This  atatement  _       - 

'SrIsK'«"DoU^orT«x'^^^^^^^^^ 

Induiby  and  Downtown  Textile  Credit  Group,  Inc,  M  maj  hereafter  join  the  same  and  to  such  other  biuineM  houes  as  aaj  rabicribe 
to  yoo^^fr;^^-  J  purpose  with  which  Ihfi  staiemeni  ujpttBia  that  it  shall  be  relied  npon.  bj  such  bniineis  houses  as  wp  e^^it 
the  saine  or  furnish  copierthereof  to,  respecting  my  <ouf)  fnanoal  £t>n<htion  or  means  or  ab.Lt]f  to  pay  for  merchandise  wh.eh  I  (we) 
tave  Durchased  or  may  purchase  from  the  said  bualoeis  houses  or  any  of  ihem  or  from  «ny  pnncip«l»  for-whon.  thiy  or  any  o«  them  mtr 
«t  M  "acto"  fh.?sUcmil!lrmay  be  exhibited,  o.  copies  thereof  furnished  to  any  such  business  houses  MWtimeor  tune^  whefter 
or  not  upon  their  request  and  without  notice  thereof  to  ui.  We  funher  aothorue  you,  with  the  same  mtait  and  purpose,  to /umish  to 
My  Of  SMh  housei  any  additional  information  we  may  at  any  time  give  you,  whether  or  not  of  the  natnre  bctow  xt^aatO.  of  us. 

FtNANOAL  CONDITION  AND  PHYSICAL  INVEFfTORY  OX  AND  AS  OF 19 

VERY  IMPORTANT        J>^>'  <DATE) 


ASSETS 

CASH  ON  HAND 

CASH  IH  


(StUa  Nunc  at  Btok  er  8uVi> 

Accounts   receivable,  not   yet   due  OTt- 

otiginal  lenns  of  sale,  for  merchan- 


Accounts  receivable,  more  than  60  days 
pait  due  beyond  original  terms  of 
sale,  (or  merchandise  told  and  deliv- 


PHYSICAL  fNVEKTORY  OF  MERCHANDISE^ 
VALtJED  AT  COST  OR  UARK£T  PRICE 
(WHICHEVER   IS   LOWER)! 

Piece  goods  and  raw  maieriats 

'    In  srcKest  of  manufacturing 

Finished  merchandise 


At 


Loins  receivable  - 


S  (deUils  on  Page  3)_ 
Seal  Estate  (details  on  Page  3}_ 
TOTAL  ASSETS  


INABILITIES 
AoGoonts  payable,  i 


Accounts  payable  past  doe- 


Accounts  payable,  under  w.»«- 

Trade  acceptances  and  notes  payable 
-for  merchs 


jQwing  to  conlractan  without  deduc- 
tion lor  merchandise  i(i  tbdr  pos- 
Kssiao;.  ^ 

On  open  account— 


y  notes,  ar  ctberwUe 


Notes,  payable  <nnseaired>' 


'  Notes  payable  (secured) 


Notes   and  loans  payable  to  others 


Loans  from  partners  or  oScen— 
Deferred  credit  Hems  , 
OthA  liabilities  _ 
■  TOTALUABIUTIES  _ 


(If  Corporation} 

CAPITAL  STOCK  PAID  W— 

SURPLUS 


Trade  and  Bank  References 


This  form  advocated  and  adopted  by  the  Uptown  Credit  Oronp  ol  the  Textile  Industry  md  the  Downtown  Textile  Credit  Grotip,  Inc. 


Pig.  25.    Uptown  Credit  Group  01"  the  Textile  Industry  and  the 


forms — two  mercantile  and  one  bank — are  reproduced  in  Fig- 
ures 23,  24,  and  25. 

Some  observations  induced  by  the  examination  of  a  large 
number  of  bank  statement  forms  should  be  of  interest  to  the 
mercantile  credit  man.  In  general,  the  bank  requires  more 
complete  information,  since  it  is  less  informed  as  to  the 
methods  and  practices  of  an  industry  than  are  mercantile 
credit  men.    The  elaborateness  and  number  of  the  forms  vary 
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CONDENSED  OPERATING  STATEMENT 

tor  feriod  tnat 

SALES  . 


(DATE) 


Net  S^es     _ 
Less  cost  of  good)  sold  -^ 

Gnns  profit  oa  wlu    $ 

Leu  UQ  debt*  wiittai  oS  $ 

(or  reierve  tct  u^) 

LcMEspHUCi,  $ 

Officen  nkrid  uid/or 

putnen  dtawiags 
NET  PROFIT— CirtJed  to  a  

HiTc  TOO  tnnsferred.  pledged,  wld  or  borrowed  any  numcy  on 
uiy  of  your  ucouQii  or  bills  receivable  at  any  time  up  to  the. 
dite  of  signinK  thii  utatwrniit?  , 

&>Te  iron  ai^^ned,  tnuferred  or  pledged  iny  part  of  your  mer^ 
Cliandlse,  inTHtmenti,  nudiiiieTy,  fixtures  or  other  eqnipiaent, 
ms  lecantr  for  any  debt,  or  is  there  any  mottsage  or  other 
iien  thereon,  and  if  sp,  give  H^uii.  

Haw  yon  included  in  yonr  accoimU  receivable  any  charxei  for 
Dwrchandue  ont  on  nemorandnm,  oonditioDal  bill  of  lalt.  or 
conninniem.  or  merchudiie  cbaT^ed  but  not  delivered? 

Have  yon  been  charged  with  any  merdiandlte  not  ii|diided  in  your 
— 1  and  if  so.  how  nnich?- 


Bave  you  any  obligations  tor  merchandise  or  borrowed  money  not 

included  in  this  «ta*i-«n>nt> 
Are  any  creditors  secured  in  any  tray? 


Does  the  net  worth  indiiafed  herein  represent  your  condition,  after 
aedncting  all  accounts  in  bankruptcy,  in  the  bands  of  receivers, 
trustee^  assignees,  or  ^editors  eommiCtces;  and  after  yritinx 
off  all  expenses  and  drawings? 

Have  yon  any  continnnt  liabilities  for  notes  or  trade  aoceptances 
.disconnied,  and  if  so,  bow  much?J 

We  hereby  anifaorize  our  accountants,  banks  and  bankers  to  i 
MM  a  copy  of  this  stalonent,  with  such  infonnation  as  you  or  they  n 


During  the  penod  covered  by  this  statement  bu  any  money  been  *" 
added  to  capital  or  net  worth  from  sources  other  than  profits, 


On  machinery  and  fixtures  ¥ 

How  much  burglary  insurance  do  you  carry?  f 

How  much  life  insurance  for  the  benefit  of  the  business  is  carried? 


Who  are  the  beneficialies  of  theu  policies? 


Do  you  cany  any  othfr  iosurance,  and  if  so,  give  details? . 

Arc  your  books  periodically  examiDed  and  audited  by  a  certified 
public  accountant,  and  if  so,  what  is  his  name  and  address? 


ITEMIZE  AND  NAME  EACH  BOOIC- 


His  there  been  any  decrease  in  your  net  worth  stnoe  the  above 

iaventoty  dale?   , — . 

Have  yon  given  or  endorsed  notes  or  ttade  acceptances  for  the 


<IF  CORPORATION) 

The  nndersi|Ded  is  a  cor^ratioti  mider  the  laws  of- 


State,  with  an  authorized  capital  stodc  of  $ — 

of  which  $ — -— — — ii  fully  p 


The  figures  hereinbefore  given  are  truly  and  accurately  transcribed  from  the  books  of  account  described  above  and  represent  my 
Jour)  actual  situation  on  the  date  of  the  above  physical  inventory,  the  condition  of  my  (our)  assets  and  liabilities  having  been  compared 
by  Uie  undersigned  wiih  the  entries  in  my  (our)  said  books,  and  the  undersigned  knows  that  the  said  books  of  account  contain  truly  all 
the  items  of  my  (our)  business  transactions,  assets  and  liabilities. 

This  statement  is  to  be  considered  as  reiterated  and  applicable  to  each  purchase  unless  I  (we)  advise  yon  in  writing  that  there  baa 
been  an  impairment  or  reductioD  of  my  (our)  capital 

I  (we)  further  agree  that  in  the  event  that  I  (we)  pledge  'or  aell  any  of  my  (our)  outstanding  accotmts  or  create  a  lien  upon  or 
fKdge  any  of  my  .(our)  merchandise,  I  (we)  will  notify  yon  at  once.  In  case  of  any  such  sale  or  pledge  of  accounts  receivable  or  pledge 
of  mwchandise,  without  your  written  consent,  I  (we)  agree  that  all  sums  owing  to  any  business  house  or  houses  to  which  you  shall  hare 
•xhibited  or  sent  a  copy  of  this  statement  shall  at  once  become  due  irrespective  of  the  terms  of  sale. 

Shiee  die  date  of  the  taking  of  the  inyentoiy,  hereinbefore  referred  to,  there  has  been  no  material  unfavorable  change  In  my  (onr) 


/ 


■  The  foregoing  statement  has  been  carefully  read,  both  printed  and  written  parts,  by  the  imderslgned  and  is  hereby  represented  to 
be  erne  la  eror  pacticiilBr  and  is  ordered  mailed  to  yon  by  the  undersigned  (or  the  puriwse  of  haying  the  same  relied  upon  in  extending 
credit  to  me  (us). 


Signed  in  the  presence  ot: 


Place  of  Business  - 


(Slrulun  al  putBur  ar  oEctr  dulr  anberiad  tg 


DetaU  of  Real  Estate.  Investments  and  Other  Assets. 


>.dIU»0»dBv 

vn^Uoud 

Mirbfl  Vi  tHi 

I 

i 

1 

1 

t 

* 

'          »               1     * 

1 

1 

__ 

-.              1 

_ 

IKVB&TUaNTS  atemize  and  explain  fully) 

OTHER  ASSETS  (ItemiM  and  explun  folly) 

^ 

^ 

Downtown  Textile  Credit  Geoup,  Inc.,  financial  statement  fobm 

according  to  the  size  and  nature  of  the  business  of  the 
bank.  Small  banks  usually  have  only  one  form,  which  they 
use  for  all  borrowers;  and  some  larger  banks  also  try  to 
make  their  forms  general  in  character.  Different  forms  are 
generally  used  for  individuals,  firms  or  partnerships,  and  cor- 
porations, although  some  banks  use  the  same  form  for  firms 
as  for  corporations.  Individuals,  when  borrowing  for  per- 
sonal use,  may  employ  a  form  different  from  that  used  when 
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borrowing  for  business  purposes,  while  farmers  may  also  have 
a  special  form.  A  few  years  ago  some  banks  commenced  to 
use  different  forms  for  different  classes  of  business,  rather 
than  for  different  types  of  organization.  They  generally 
use  a  special  form  for  farmers  and  stockmen ;  or  perhaps  their 
individual  form  may  contain  special  questions  covering  agri- 
cultural operations.  Merchants  are  distinguished  from  manu- 
facturers and  from  other  persons,  as  it  is  held  that  "from 
an  accounting  point  of  view,  there  is  less  difference  between 
the  statements  of  two  manufacturers,  however  dissimilar  their 
business,  than  there  is  between  the  statements  of  a  manufac- 
turer and  a  merchant,  whether  corporation,  partnership,  or 
individual,  in  either  case." 

Regardless  of  the  form  employed,  each  industry  naturally 
places  particular  emphasis  upon  certain  items.  Furthermore, 
although  the  form  should  include  sufficient  items  to  make  it 
generally  applicable,  and  should  be  plainly  stated,  so  as 
to  enable  the  creditor  to  obtain  a  clear  idea  of  the  exact 
meaning  of  each  item,  there  is  a  limit  beyond  which  the  form 
should  not  go.  The  supplementary  data  is  useful  to  clarify 
items  and  to  give  information  on  personnel  and  operations, 
but  too  much  detail  is  harmful.  Statement  forms  also  vary 
in  the  emphasis  they  place  upon  particular  classes  of  data. 
The  relative  importance  of  immediate  liquidity  as  compared 
with  ultimate  solvency  varies  with  the  business  in  question. 
On  the  individual  form,  the  equity  in  real  estate,  taken  in 
conjunction  with  the  net  worth,  occupies  the  front  rank ;  while 
in  the  other  forms  more  emphasis  is  placed  upon  operating 
methods.  Again,  the  individual  form  covers  total  assets, 
whether  used  for  business  purposes  or  not;  while  the  firm 
or  corporation  forms  call  priueipally  for  the  financial  posi- 
tion of  the  organization  as  a  whole.  Only  through  the  use 
of  supplementary  questions  calling  for  total  assets  and  liabili- 
ties and  net  worth  of  each  partner,  may  the  individual  finan- 
cial position  be  obtained,  despite  the  legal  similarity  of  the 
firm  to  the  individual,  rather  than  to  the  corporation. 
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False  Statements 

In  view  of  the  importance  of  the  financial  statement  as  a 
basis  for  credit,  it  is  essential  that  protection  be  afforded 
against  those  who  would  issue  a  false  statement  in  order  to 
obtain  credit.  Many  devices  may  be  employed  to  convey  the 
impression  that  the  financial  condition  of  an  enterprise  is 
other  than  it  is  in  reality — assets  may  be  overestimated,  some 
liabilities  omitted,  or  items  improperly  classified.  To  guard 
against  such  statements,  both  the  Federal  government  and  the 
various  states  have  enacted  legislation,  chiefly  through  the 
instrumentality  of  the  National  Association  of  Credit  Men  in 
cooperation  with  bankers'  associations  and  commercial  organ- 
izations. 

The  Federal  statute  is  found  in  section  215  of  the  United 
States  Criminal  Code  (section  5480  U.S.E.S.  as  amended), 
and  reads  as  follows : 

Whoever,  having  devised  or  intending  to  devise  any  scheme  or 
article  to  defraud,  or  for  obtaining  money  or  property  by  means  of 
false  or  fraudulent  pretenses,  representations,  or  promises  .  .  . 
shall  for  the  purpose  of  executing  such  scheme  or  artifice,  or  at- 
tempting so  to  do,  place,  or  cause  to  be  placed,  any  letter,  postal 
card,  package,  writing,  circular,  pamphlet  or  advertisement,  whether 
addressed  to  any  person  residing  within  or  outside  of  the  United 
States,  in  any  post  office,  or  station  thereof,  or  street  or  other  letter 
box  of  the  United  States,  or  authorized  depository  for  mail  matter, 
to  be  sent  or  delivered  by  the  Post  Office  establishment  of  the 
United  States,  or  shall  take  or  receive  any  such  therefrom,  whether 
mailed  within  or  without  the  United  States,  or  shall  knowingly  cause 
to  be  delivered  by  mail  according  to  the  direction  thereon  or  at  the 
place  at  which  it  is  directed  to  be  delivered  by  the  person  to  whom 
it  is  addressed,  any  such  letter,  postal  card,  package,  writing,  cir- 
cular, pamphlet,  or  advertisement,  shall  be  fined  not  more  than  one 
thousand  dollars,  or  imprisoned  not  more  than  five  years,  or  both. 

This  statute  links  false  statements  with  the  use  of  the  mails 
to  defraud.  To  secure  conviction,  it  is  necessary  to  prove 
beyond  a  reasonable  doubt: 

1.  That  the  defendant  made  the  statement,  either  directly  to  the 
creditor  or  to  a  mercantile  agency.  In  the  latter  case,  the  creditor 
is  not  required  to  see  the  original  statement,  made  by  the  debtor 
to  the  agency. 
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2.  That  the  statement  is  materially  false.  The  false  items  must 
have  been  so  misrepresented  that  a  person  of  ordinary  caution 
would  not  have  extended  credit  on  the  strength  of  the  statement. 
Thus  a  statement  in  round  numbers  affords  no  basis  for  prosecu- 
tion. Again,  minor  misrepresentations  not  affecting  the  maker's 
general  financial  standing  are  insufficient.  Proof  of  falsity  is  more 
easily  established  through  items  which  are  statements  of  ascertain- 
able fact,  such  as  cash,  receivables,  or  liabilities,  than  through  items 
which  are  more  general  estimates,  such  as  merchandise,  machinery 
and  equipment,  and  real  estate. 

3.  That  the  statement  was  made  for  the  purpose  of  obtaining 
goods  on  credit,  or  the  extension  of  a  credit  already  outstanding. 

4.  That  the  statement  was  made  with  the  intent  that  it  be  relied 
upon,  as  shown  by  the  circumstances  under  which  it  was  given. 
The  statement  may  have  been  forwarded  to  a  mercantile  agency  for 
general  distribution  among  its  subscribers,  or  presented  to  a  con- 
cern from  which  the  maker  was  seeking  to  obtain  goods  on  credit. 

5.  That  the  statement  was  sent  through  the  mails.  The  envelope 
bearing  the  post-office  cancellation  stamp  affords  incontrovertible 
proof  of  the  use  of  the  mails  when  the  statement  is  definitely  linked 
to  the  envelope.  Accordingly,  the  envelope  should  be  dated  and 
signed  and  permanently  attached  to  the  statement  by  the  person 
who  opened  it,  and  signed  also,  if  possible,  by  a  responsible  witness. 
In  event  of  prosecution,  the  testimony  of  these  persons  will  have 
weight  in  court.  To  facilitate  proof  of  use  of  the  mails,  the  en- 
velope forms  prepared  by  the  National  Association  of  Credit  Men 
and  other  organizations  have  been  devised,  in  which  both  the  state- 
ment and  the  post-office  cancellation  stamp  are  on  the  same  sheet. 

Prosecution  under  the  Federal  law  has  several  advantages. 
The  Federal  law  imposes  more  severe  punishment  on  the 
fraudulent  debtor;  and  it  is  sometimes  easier  to  secure  con- 
viction under  the  Federal  law  than  under  state  laws.  The 
action  may  be  begun  either  in  the  district  in  which  the  state- 
ment was  made  or  that  in  which  the  statement  was  delivered, 
whereas  the  state  law  requires  proof  that  the  statement  was 
made  in  the  county  of  prosecution.  The  post  office,  too,  may 
issue  a  "fraud  order"  holding  up  the  mail  of  an  individual 
who  gives  a  statement  as  part  of  a  general  scheme  to  obtain 
goods  fraudulently.  The  Federal  law  is,  however,  inadequate, 
since  it  covers  only  cases  where  the  mails  are  used  to  transmit 
false  statements  for  the  purpose  of  securing  credit,  and  not 
cases  where  financial  statements  are  submitted  in  person. 
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State  Legfislation 

Nearly  every  state  has  some  form  of  statute  relating  to 
those  who  obtain  money  or  property  by  means  of  false 
pretenses  or  representations.  Some  difficulties  exist  in  avail- 
ing oneself  of  these  laws,  therefore  there  is  need  for  specific 
legislation  dealing  with  false  statements.  The  New  York 
statute,  enacted  in  1912,  is  considered  a  model  and  has  been 
copied  practically  verbatim  in  many  other  states.  To-day 
some  thirty-five  states  in  all  have  legislation  dealing  with 
this  matter. 

The  New  York  law— section  1293  (a)  of  the  Penal  Law- 
provides  that  any  person: 

1.  Who  shall  knowingly  make  or  cause  to  be  made,  either  di- 
rectly or  indirectly,  or  through  any  agency  whatsoever,  any  false 
statement  in  writing,  with  intent  that  it  shall  be  relied  upon, 
respecting  the  financial  condition,  or  means  or  abihty  to  pay,  of 
himself  or  any  other  person,  firm  or  corporation,  in  whom  he  is 
interested,  or  for  whom  he  is  acting,  for  the  purpose  of  procuring 
in  any  form  whatsoever,  either  the  delivery  of  personal  property, 
the  payment  of  cash,  the  making  of  a  loan  or  credit,  the  extension 
of  a  credit,  the  discount  of  an  account  receivable,  or  the  making, 
acceptance,  discount,  sale  or  indorsement  of  a  bill  of  exchange  or 
promissory  note,  for  the  benefit  of  either  himself  or  of  such  person, 
firm  or  corporation;  or, 

2.  Who,  knowing  that  a  false  statement  in  writing  has  been 
made,  respecting  the  financial  condition,  or  means,  or  ability  to  pay, 
of  himself,  or  such  person,  firm  or  corporation  in  which  he  is  inter- 
ested, or  for  whom  he  is  acting,  procures,  upon  the  faith  thereof, 
for  the  benefit  either  of  himself,  or  of  such  person,  firm  or  cor- 
poration, either  or  any  of  the  things  of  benefit  mentioned  in  sub- 
division one  of  this  section;  or, 

3.  Who,  knowing  that  a  statement  in  writing  has  been  made,  re- 
specting the  financial  condition,  or  means  or  ability  to  pay  of 
himself  or  such  person,  firm  or  corporation,  in  which  he  is  inter- 
ested, or  for  whom  he  is  acting,  represents  on  a  later  day  either 
orally  or  in  writing,  that  such  statements  theretofore  made,  if  then 
again  made  on  said  day,  would  then  be  true,  when  in  fact,  said 
statement  if  then  made  would  be  false,  and  procures  upon  the  faith 
thereof,  for  the  benefit  either  of  himself  or  of  such  person,  firm 
or  corporation,  either  or  any  of  the  things  of  benefit  mentioned  in 
subdivision  one  of  this  section. 

Shall  be  guilty  of  a  misdemeanor  and  punishable  by  imprison- 
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ment  for  not  more  than  one  year  or  by  fine  of  not  more  than  one 
thousand  dollars,  or  both  fine  and  imprisonment. 

Salient  features  of  each  of  the  three  suhdivisions  are  as 

follows : 

1.  The  New  York  law  does  not  require  actual  fraud  nor 
even  intent  to  defraud.  It  merely  requires  that  the  statement 
shall  be  made  "with  intent  that  it  shall  be  relied  upon." 
Thus  the  law  proceeds  on  the  theory  that  possession  of  in- 
struments of  crime  is  a  crime,  so  as  to  deter  the  commission 
of  the  real  crime.  Some  states,  however,  hold  that  a  crime 
is  committed  only  when  property  is  obtained  on  the  strength 
of  the  statement. 

2.  The  New  York  law  penalizes  any  person  who,  knowing 
that  the  statement  is  false,  uses  it  either  for  his  own  benefit 
or  for  the  benefit  of  "such  person,  firm  or  corporation  in 
which  he  is  interested  or  for  whom  he  is  acting."  Thus  it 
also  covers  those  who  use  the  statement,  not  merely  those 
who  make  it.  But  it  exempts  the  employee  who  is  merely 
carrying  out  orders  in  the  regular  routine  of  his  employ- 
ment, and  holds  the  person  who  gives  the  orders  the  guilty 
party. 

3.  The  law  penalizes  a  person  who  falsely  represents,  orally 
or  in  writing,  that  a  previously  written  statement — ^whieh 
may  have  been  true  when  made — ^is  true  with  respect  to 
present  financial  condition. 

In  six  states  there  are  special  statutory  provisions  apply- 
ing in  case  money,  property,  credit,  or  other  thing  of  value  is 
obtained  on  the  strength  of  the  statement ;  while  in  five  states 
there  is  a  specific  statute  applicable  to  false  statements  made 
to  banks. 

Another  New  York  statute  covering  false  statements  is  sec- 
tion 442  of  the  Penal  Law,  as  follows : 

Where  property  is  purchased  by  the  aid  of  a  duly  signed  financial 
statement  and  in  said  statement  the  buyer  shall  state  that  he  con- 
ducts a  specified  kind  of  business  and  keeps  books  of  account  of 
said  business,  upon  failure  to  pay  for  such  property  at  maturity  of 
the  account,  the  seller  may,  at  any  time  within  ninety  days  there- 
after, request  the  buyer  to  produce  his  said  books  of  account  within 
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ten  days  after  such  request.  The  buyer  shall  then  permit  the  seller 
to  fully  examine  such  books  of  account  and  to  make  copies  of  any 
part  thereof.  Failure  to  so  produce  the  books  is  presumptive  evi- 
dence that  each  and  every  pretense  relating  to  the  purchaser's 
means  or  ability  to  pay,  in  said  statement  contained,  was  false 
when  made  and  known  to  the  buyer  to  be  false. 

This  is  a  law  which  the  creditor  may  employ  as  a  last  resort 
if  he  has  lost  confidence  in  the  debtor  during  the  period  of 
the  credit.  It  is  essential,  of  course,  that  the  creditor  have 
a  duly  signed  financial  statement  specifying  that  books  of 
account  are  kept.  If  he  acts  within  ninety  days  after  the 
credit  matures,  he  can  either  examine  the  books  and  discover 
the  truth  (hence  solvency)  or  falsity  of  the  statement,  or,  if 
the  debtor  refuses  to  show  his  books,  obtain  a  basis  for  action 
against  the  debtor  for  issuing  a  false  statement,  in  which 
action  the  burden  of  proof  that  the  statement  is  true  falls 
upon  the  debtor. 

Incidentally,  it  may  be  added  that  the  financial  statement 
form  can  be  so  worded  and  devised  as  materially  to  aid  in 
prosecution,  as  well  as  to  enable  recovery  of  goods.  Fixel 
mentions  these  six  points :  * 

1.  The  form  should  show  on  the  face  that  it  is  a  continuing  rep- 
resentation of  the  debtor's  condition,  in  the  absence  of  notice  of 
change  for  the  worse  in  the  debtor's  financial  condition.' 

2.  No  blanks  should  remain  unanswered. 

3.  The  fact  that  it  is  a  complete  statement  should  appear  above 
the  debtor's  signature. 

4.  It  should  show  on  its  face  that  it  is  given  for  the  purpose  of 
obtaining  credit,  and  not  merely  for  rating  purposes. 

5.  If  the  debtor  is  unfamiliar  with  English,  he  should  bring 
with  him  an  interpreter  of  his  choice,  whose  name  should  be  affixed 
as  witness. 

6.  All  debts  should  fall  due  in  case  of  the  debtor's  insolvency,  or 
a  trust  mortgage  for  creditors  is  given,  or  a  general  assignment  is 
made,  or  if  upon  an  execution  sale,  the  debtor's  stock  is  sold  or  a 
transfer  thereof  is  made  in  violation  of  the  Bulk  Sales  Law. 

The  statements  at  the  opening  of  elaborate  forms  endeavor 
to  cover  these  matters. 

8  A.  E.  Fixel,  False  Financial  Statements    (Albany,   1924),  pp.  2-3. 

9  In  practice,  cases  which  have  been  decided  hold  broadly  that  this 
clause  remains  valid  only  for  a  period  of  about  12  to  15  months. 
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CHAPTER  XIII 

THE  CONSTRUCTION  OF  THE  FINANCIAL  STATEMENT 

Two  principal  questions  arise  in  judging  a  financial  state- 
ment. First,  does  the  statement,  item  by  item,  give  an  ade- 
quate exhibit  of  the  debtor 's  true  condition  ?  Second,  assum- 
ing such  to  be  the  case,  is  this  condition  satisfactory  or  unsat- 
isfactory? Is  it  favorable  or  unfavorable  to  the  granting  of 
the  proposed  credit  ?  To  reach  a  decision  on  the  first  problem, 
the  credit  man  must  consider  in  turn  each  item  in  the  balance 
sheet.  He  must  satisfy  himself  that  it  is  what  it  purports  to 
be;  in  so  doing,  he  must  reclassify  any  wrongly  classified 
or  unclassified  item,  determine  the  meaning  of  any  question- 
able item,  reappraise — scale,  shade,  or  write  off —  ^  any  asset 
manifestly  overvalued,  and  include  any  liability  which  may 
have  been  omitted.  He  must  also  be  alert  to  detect  any 
evidence  of  "window  dressing."  The  applicant  has  a  natural 
tendency  to  "put  the  best  foot  forward,"  and  at  least  to 
maximize  assets  while  minimizing  liabilities.  The  statement 
partakes  largely  of  the  nature  of  expert  estimation,  for 
definite  values  of  many  assets,  e.g.,  are  not  ascertainable 
until  actually  converted  into  cash.  Merchandise  is  often  af- 
fected by  price  fluctuations,  and  competent  engineers  differ 
greatly  on  the  proper  depreciation  rates  on  fixed  assets. 

After  each  item  has  been  considered,  to  ascertain  its  valid- 
ity, the  second  judgment  may  be  undertaken.  The  credit  man 
considers  the  relations  or  proportions  existing  between  the 
leading  groups  of  items,  as  well  as  the  changes  or  trends  in 
these  relations  over  a  series  of  years.  In  this  manner  he  de- 
termines the  concern's  liquidity,  solvency,  and  past  record, 
and  throws  some  light  upon  its  business  methods  and  pros- 
pects. He  obtains  a  basis  for  his  judgment  largely  from 
analysis  of  other  similarly  situated  concerns,  from  which,  con- 

1  Some  bank  men  scale  items  when  setting  up  the  statements  on  the 
comparative  forms,  others  merely  make  necessary  allowances  in  judging. 

2al 
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sciously  or  unconsciously,  he  obtains  a  composite  set  of  finan- 
cial standards  by  which  to  judge  each  individual  statement. 
The  present  chapter  is  confined  to  the  first  type  of  analysis, 
called  by  some  valuation  or  bulk  analysis  ;2  the  following 
chapter  deals  with  analysis  of  the  second  type.  In  actual 
practice,  the  credit  man  adopts  an  opportunistic  point  of 
view,  and  endeavors  to  push  his  analysis  just  far  enough  to 
be  certain  of  his  ground.  Only  when  he  cannot  decide,  on 
the  basis  of  the  data  presented,  does  he  call  for  further  detail 
and  subject  the  statement  to  the  close  scrutiny  here  sketched. 
He  asks  that  the  statement  show  the  amount  of  detail  which 
the  importance  of  the  various  items  and  the  complexity  of 
the  business  warrants. 

Classes  of  Statement  Items 

The  credit  man,  in  particular,  makes  a  fundamental  dis- 
tinction between  statement  items,  classifying  them  according 
to  their  liquidity.  Assets  fall  into  three  principal  groups: 
current,  fixed — capital  or  permanent — and  deferred.  Cur- 
rent assets  consist  of  cash  and  those  assets  which  in  the  regular 
course  of  the  business  will  be  converted  into  cash  within  a  rea- 
sonable period  of  time,  hence  they  possess  the  power  to  dis- 
charge current  liabilities  incurred  in  the  operation  of  the  busi- 
ness. The  profit  which  is  the  ultimate  goal  of  all  business 
enterprise  is  realized  only  from  the  sale  of  goods  or  services ;  in 
other  words,  their  conversion  into  cash.  The  merchant  con- 
verts merchandise  into  accounts  or  notes  receivable,  and  these 
in  turn  into  cash.  The  ordinary  current  asset  items  are,  there- 
fore: (1)  merchandise — ^whether  composed  of  raw  materials, 
goods  in  process,  or  finished  products;  (2)  receivables — 
whether  accounts,  notes,  or  trade  acceptances,  due  from  those 
outside  the  business;  (3)  cash.  To  these  are  added  readily 
marketable  securities.    ' '  Quick  assets ' '  are  usually  synonymous 

2  Discussion  of  special  phases  of  ponsolidated  balance  sheets  is  neces- 
sarily omitted.  The  limitations  of  the  financial  statement  are  well 
characterized  by  a  writer  in  the  Credit  Monthly  for  October,  1929,  in 
the  observation  that  it  "is  in  a  compact  and  highly  conventionalized 
form,  with  much  written  between  the  lines,  often  somewhat  artificially 
colored,  and  very  considerably  individualized  by  environment,  man- 
agerial competence,  and  special  personal  conditionings." 
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with  "current  assets,"  although  some  credit  men  distinguish 
between  "quick  current"  and  "slow  current,"  and  others  be- 
tween "working"  and  "other  convertible"  assets. 

Fixed  assets  are  noncurrent  or  nontrading  assets.  Unlike 
the  current  assets,  they  are  retained  permanently  to  carry  on 
the  business,  although  renewed  from  time  to  time  because  of 
physical  deterioration  or  obsolescence.  They  correspond  to 
what  economists  call  fixed  capital,  as  contrasted  with  circu- 
lating capital.  They  include  real  estate,  buildings,  machinery, 
equipment,  and  furniture  and  fixtures.  The  intangible  assets 
—good  will,  patents,  trade-marks,  etc. — are  usually  ignored 
and  subtracted  from  the  net  worth  shown  to  give  the  true 
net  worth,  due  to  uncertainty  as  to  their  realizable  value. 
The  fixed  assets  also  include  investments  in  subsidiary  and 
afiUiated  concerns.  Their  value  does  not  depend  upon  con- 
sumptive power— which  influences  the  salability  and  hence 
the  liquidating  value  of  current  assets— but  largely  upon 
present  and  prospective  earning  power. 

Deferred  assets  or  charges  are  much  less  important.  They 
result  in  no  direct  accession  of  cash,  but  represent  credits 
secured  as  a  result  of  payments  made  for  the  benefit  of  sub- 
sequent accounting  periods.  They  are  nominal  assets  which 
in  general  must  be  written  off  over  a  period  of  time,  and  thus 
include  insurance,  interest,  taxes,  etc.;  organization  expenses, 
and  discount  on  bonds  and  stock ;  and  materials  and  supplies. 

Liabilities  are  obligations  and  debts  owing  to  others,  while 
net  worth  or  proprietorship  is  the  equity  of  the  owners  in  the 
business,  or  the  residual  claims  against  the  enterprise.  Cur- 
rent liabilities  are  those  due  within  a  relatively  short  time,  in 
usual  practice  within  one  year  from  date  of  statement.'  They 
include  accounts  and  notes  payable,  as  well  as  accrued  ex- 
penses, such  as  rent,  wages,  interest,  and  taxes,  and  dividends 
declared  but  unpaid.  The  excess  of  current  assets  over  cur- 
rent liabilities  is  the  working  capital  of  the  enterprise — 

8  The  credit  man  will  also  distinguish,  of  course,  between  obligations 
due  secured  creditors  (e.g.,  on  collateral  loans  or  real  estate  mortgages) 
and  those  due  unsecured  creditors,  whether  general  or  preferred  (in- 
cluding taxes,  certain  wages  of  employees,  and  certain  debts  incurred 
by  insolvent  businesses,  e.g.,  by  a  receiver). 
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that  proportion  of  the  net  worth  invested  in  current  assets. 
Fixed  liabilities  are  long  term  liabilities  due  in  some  sub- 
sequent accounting  period,  such  as  bonds,  long  term  notes, 
real  and  chattel  mortgages,  and  special  deposits.  Deferred 
liabilities,  properly  so  called,  include  items  of  income  received 
before  they  are  earned,  such  as,  in  the  statement  of  a  pub- 
lishing house,  prepaid  subscriptions  to  magazines  or  pe- 
riodicals, which  do  not  require  payment  in  cash  but  in  goods 
or  services.  The  difference  between  the  total  assets  and  the 
total  liabilities  is  the  net  worth  of  the  enterprise.  In  the  case 
of  a  corporation,  the  item  may  embrace  several  classes  of 
stock,  and  several  surplus  accounts,  some  of  which  are  ap- 
propriated to  specific  use  and  some  free.  Contingent  lia- 
bilities represent  the  primary  obligations  of  others,  which  the 
concern  undertakes  to  honor  in  the  event  that  the  primary 
obligor  does  not  do  so ;  and  it  represents  also  the  assumption 
of  unforeseen  risks  in  the  conduct  of  various  business  transac- 
tions. Reserves  may  be  of  one  of  several  kinds,  and  are 
best  separated  according  to  their  specific  purpose. 

From  the  credit  man's  point  of  view,  current  assets  and 
liabilities  are  of  greatest  importance.  He  considers  the  im- 
mediate liquidity,  in  the  sense  of  ability  to  meet  obligations 
promptly  as  they  fall  due,  and  the  liquidating  power,  in  the 
sense  of  ability  to  realize  on  assets  by  immediate  forced  sale 
to  meet  or  substantially  reduce  the  liabilities.  The  ultimate 
solvency  is  of  less  moment. 

Cash 

Cash  on  hand  should  be  separated  from  cash  in  banks. 
Cash  on  hand  should  be  confined  to  currency,  good  checks, 
drafts,  money  orders,  etc.,  and  omit  past  due  checks,  checks 
postdated  or  dated  ahead,  bills  not  due,  etc.,  nor  should  it 
include : 

1.  I  0  U's,  expense  slips,  or  paid  bills.  Inclusion  is  especially 
likely  in  partnerships  or  where  the  imprest  cash  system  is  used. 
Under  this  system,  the  cashier  in  a  branch  office  or  factory,  in  a 
subsidiary  or  affiliated  concern,  or  where  a  petty  cash  book  is  kept, 
receives  a  working  fund  from  which  to  make  payments  as  required; 
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and  he  keeps  the  sum  of  expense  vouchers  plus  cash  on  hand  at 
all  times  equal  to  the  amount  of  the  fund.  The  fund  is  usually 
reported  at  full  amount,  despite  the  fact  that  vouchers  will  be 
charged  to  expense  or  capital  accounts. 

2.  Unsettled  accounts  in  the  hands  of  agents  or  representatives, 
or  unexpended  balances  in  the  hands  of  salesmen,  to  be  accounted 
for  when  expended. 

3.  Memoranda  of  funds  loaned  or  advanced. 

Casli  in  banks  consists  of  demand  deposits  and  not  of  time 
deposits  subject  to  notice  of  withdrawal  or  payable  at  a  future 
date,  or  time  certificates  of  deposit.  It  should  not  include 
uncollected  items,  which  should  be  shown  separately,  and  it 
should  have  promptly  deducted  all  cheeks  as  soon  as  drawn, 
instead  of  waiting  until  they  are  presented  to  the  bank.  Cash 
in  foreign  banks  should  be  separated,  and  if  in  foreign  cur- 
rencies, reduced  to  the  value  of  current  exchange  rates.  The 
balance  can  usually  be  verified  by  the  bank,  and  it  can  be 
ascertained  whether  the  balance  is  average  or  infiated  for  the 
occasion.  Moreover,  the  credit  man  can  judge  whether  ade- 
quate bank  balances  are  kept  against  loans.  He  should,  how- 
ever, remember  that  the  bank  has  a  lien  on  a  borrower's 
deposit  account  with  it,  in  the  event  of  default  on  his  loan. 

The  analyst  must  also  consider  to  what  extent  the  total 
cash  item  represents  the  true  working  balance.  He  should 
see  that  aU  restricted  cash  items  are  listed  separately.  These 
include  all  moneys  held  to  meet  specified  payments  not  ac- 
tually a  part  of  the  concern's  everyday  operations,  such  as 
sinking  fund  payments.  They  include  also  funds  deposited 
for  a  pending  business  negotiation,  placed  in  court  pending 
settlement  of  a  suit,  or  held  on  a  certificate  of  deposit  pledged 
as  collateral  against  bank  loans. 

Receivables 

Accounts  receivable  should  be  separated  from  notes  re- 
ceivable. The  accounts  receivable  shown  as  current  assets 
should  be  confined  to  undisputed  claims  not  yet  due  against 
solvent  trade  debtors,  arising  from  the  sale  of  goods  or 
services.  A  healthy  condition  of  the  business  is  even  more 
dependent  upon  the  condition  of  the  accounts  than  upon  the 
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condition  of  the  merchandise.  Some  one  has  said  that  mer- 
chandise measures  the  merchant's  ability  to  sell,  but  that 
accounts  receivable  measure  his  ability  to  sell  wisely.  The 
credit  man  making  a  thorough  investigation  may  examine  the 
customer's  accounts-receivable  ledger  in  detail,  but  usually  he 
cannot  do  so,  and  must  content  himselE  with  consideration  of 
certain  features.  The  amount  should  not  be  the  net  amount, 
the  payables  having  been  deducted,  instead  of  being  shown 
as  a  liability.  But  trade  discounts— as  distinct  from  cash 
discounts — freight  allowances,  rebates  and  claims  for  dam- 
ages should  have  been  deducted  in  arriving  at  the  figure 
shown.  Prom  the  presumably  good  accounts  adequate  allow- 
ance should  be  made  for  bad  debts,  depending  upon  the  trade 
in  question  and  the  experience  of  the  concern  itself. 

In  stating  the  amount  of  good  accounts,  the  following  classes 
should  be  omitted  and  placed  under  the  fixed  or  slow  assets: 

1.  Items  reasonably  known  not  to  be  collectible 

2.  Items  in  dispute,  in  hands  of  attorneys  for  collection,  and 
judgments 

3.  Advances  on  purchase  contracts  or  against  merchandise  re- 
ceived for  sale  on  commission 

4.  Claims  against  railroads  and  the  government 

5.  Advances  to  salesmen  and  other  employees,  loans  to  officers, 
and  overdrafts  of  partners,  which  last  really  partake  of  the  nature 
of  withdrawals  from  the  capital  investment.  A  substantial  amount 
due  from  interested  parties  or  employees  is  often  an  index  of  ad- 
verse conditions  and  merits  investigation 

6.  Unpaid  stock  subscriptions 

7.  Accounts  due  from  branches,  subsidiaries,  and  af&liations  for 
goods  transferred  to  them 

8.  Advances  to  subsidiaries  not  to  be  collected  in  the  normal 
course  of  business,  but  constituting  rather  a  permanent  investment 

Accounts  due  from  foreign  customers  should  be  separated 
from  domestic  receivables.  Again,  assigned  accounts  (and 
the  same  is  true  in  the  case  of  notes)  should  be  shown 
separately  in  the  body  of  the  statement,  rather  than  in 
a  footnote.  The  party  holding  them  has  a  specific  lien  upon 
them,  and  must  first  be  paid  from  their  proceeds.*    Finally, 

*  The  discount  of  receivables  is  considered  in  Chapter  XVI. 
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some  credit  men  desire  that  the  age  of  past  due  accounts  be 
specified. 

A  concern  showing  a  large  amount  of  accounts  receivable 
from  trade  debtors  should  not  show  a  large  amount  of  notes 
receivable  from  the  trade  or  trade  acceptances.  In  most 
industries,  where  sales  are  made  on  open  account,  notes  are 
taken  to  extend  extra  time  (and  incidentally  draw  interest) 
on  overdue  accounts,  or  else  they  are  used  in  the  first  instance 
in  extending  time  to  the  poorer  risks.  On  the  other  hand, 
some  industries  regularly  use  notes  or  trade  acceptances  in 
place  of  open  accounts.  This  is  true  of  the  lumber,  tobacco, 
raw  silk,  jewelry,  piano,  and  agricultural  implement  indus- 
tries; and  the  last  two  follow  the  general  installment  sale 
principle  of  securing  the  note  by  chattel  mortgage  or  similar 
lien  on  the  underlying  merchandise.  Trade  acceptances 
should  be  separated  from  notes  receivable. 

Otherwise,  the  same  considerations  apply  to  notes  receivable 
as  to  accounts  receivable,  so  far  as  showing  the  various  classes 
of  items  separately  is  concerned,  in  determining  whether  or 
not  they  actually  fall  within  the  category  of  true  current 
assets,  and  in  evaluating  them.  Some  classes  of  notes  re- 
ceivable contain  a  greater  element  of  uncertainty  than  do 
accounts  receivable. 

Merchandise 

The  inventories  carried  represent  one  of  the  most  important 
items  in  the  statement.  Three  principal  questions  arise  with 
respect  to  them:  of  what  do  they  consist,  how  accurate  are 
the  figures  given,  and  how  is  the  merchandise  valued. 

Merchandise  includes  all  goods  actually  in  the  store,  ware- 
house, or  branch;  out  on  approval;  ordered  for  future  de- 
livery, not  subject  to  cancellation;  or  in  transit  and  not  yet 
received.  Preferably  this  merchandise  should  be  itemized. 
Thus  the  statement  of  the  consignor  should  include  the  goods 
he  has  out,  and  not  that  of  the  consignee  or  holder  of  the 
goods  in  trust.^    Moreover,  in  seasonal  lines  where  the  prac- 

5  But  in  a  sense  goods  sold  on  the  installment  plan  under  title 
retaining  contract  may  be  regarded  as  an  invisible  inventory  item. 
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tice  prevails  of  omitting  from  the  balance  sheet  goods  for 
next  season's  business  and  the  corresponding  liability  there- 
for, in  order  to  keep  each  season's  business  separate  on  the 
concern's  books,  the  facts  should  at  least  be  shown  as  a  foot- 
note. In  manufacturing  lines,  it  is  highly  desirable  to  show 
separately  raw  materials,  goods  in  process,  and  finished  prod- 
ucts ;  in  order  to  obtain  a  truer  idea  of  the  marketability  of 
each,  and  ascertain  whether  or  not  the  inventory  presents  a 
balanced  picture.  Merchandise  which  is  pledged  or  subject 
to  liens  which  must  first  be  satisfied  should  also  be  separately 
indicated.  Finally,  the  entry  should  exclude  supplies  such  as 
fuel,  oil,  repair  parts,  packing,  and  stationery.  They  are 
designed  for  consumption  by  the  business,  and  should  be 
shovm  under  slow  assets  as  a  deferred  charge  to  operating 
expenses,  despite  the  fact  that  coal  is  sometimes  carried  at 
cost  as  a  current  asset,  due  to  its  salability. 

Next,  is  the  stated  figure  the  result  of  an  actual  physical 
inventory?  This  is  the  approved  method.  The  perpetual 
inventory  system  is  less  accurate,  while  a  mere  estimate,  often 
given  in  round  figures,  has  almost  no  value. 

Very  important  is  the  basis  of  valuation  used.  Merchan- 
dise is  one  of  the  most  difficult  items  to  evaluate  in  the  state- 
ment, and  offers  many  avenues  for  gross  overvaluation  if  not 
for  absolute  fraud.  The  usual  rule  is  cost  (price  plus  freight) 
or  market  price,®  whichever  is  lower,  and  if  the  latter,  it 
must  be  so  noted.  Except  in  special  instances,  such  as  when 
prices  are  rising  rapidly,  it  should  not  include  unearned 
profits;  while,  in  periods  of  inflated  prices,  both  rules  are 
too  high.  A  further  exception  is  made  of  orders  ready  to 
ship  to  responsible  customers,  but  not  actually  billed,  which 
are  generally  evaluated  at  selling  price.  Some  credit  men 
and  accountants  consider  that  when  market  price  is  below 
cost,  the  usual  profit  should  be  deducted  to  allow  for  selling 
and  administrative  expense.  But,  in  the  case  of  a  manu- 
facturer, distinction  must  be  made  between  his  raw  materials, 
goods  in  process,  and  finished  product.    Much  raw  material 

6  Obviously  desirable,   e.g.,  where   an   automobile  dealer  has   among 
his  assets  second-hand  cars  traded  in  part  payment  for  new  cars. 
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of  a  staple  kind,  such  as  steel  of  regular  sizes  and  textile  piece 
goods,  has  a  ready  market;  but  raw  material  composed  of 
special  designs  or  sizes  adapted  only  for  production  of  a 
patented  specialty  made  by  the  firm  in  question,  has  merely 
a  nominal  or  liquidation  value.  Finished  products  are  often 
less  salable  than  the  raw  materials  of  which  they  are  made, 
while  goods  in  process  are  generally  the  least  salable,  as  addi- 
tional time,  effort,  and  expense  are  incurred  before  they  are 
ready  for  market.  Both  goods  in  process  and  finished  prod- 
ucts are  evaluated  on  the  basis  of  cost  of  raw  material  plus 
expense  of  fabrication,  excluding  administrative  and  selling 
expense,  interest,  etc.  Figures  based  on  satisfactory  cost 
accounting  records  are  naturally  to  be  preferred  to  those 
arrived  at  by  estimates  of  general  character. 

The  inventory  as  thus  itemized  should,  however,  exclude 
obviously  obsolete,  shopworn,  and  unsalable  goods,  in  case  the 
old  stock  is  not  closed  out  by  means  of  special  sales.  These 
items  have  only  a  scrap  value.'^  In  evaluating  each  group  of 
merchandise,  due  allowance  must  be  made  for  changes  in  style 
and  fashion,  general  price  decreases  due  to  the  business  cycle, 
errors  in  anticipation  in  demand,  and  physical  deterioration. 
Book  figures  must  be  revised  to  accord  with  market  prices. 

The  analyst  must  remember  that  inventory  valuation,  no 
matter  how  carefully  checked  and  rechecked,  is  an  estimate, 
and  the  greatest  safeguard  against  willful  misstatement  is  the 
honesty  of  the  applicant.  However,  in  lines  in  which  the 
gross  profit  is  fairly  constant,  the  so-called  gross  profit  test 
may  be  applied  to  the  inventory  item. 

Payables 

Offsetting  the  current  assets  are  the  current  liabilities.  The 
latter  comprise  both  accounts  payable  and  notes  or  bills  pay- 
able. The  accounts  should  include  all  the  items  which  are 
due,  not  merely  those  placed  upon  the  books,  since  the  entries 
may  only  be  made  some  time  after  the  debts  have  been  in- 

7  Simplified  practice  as  advocated  by  the  Department  of  Commerce 
eliminates  slow  moving  and  obsolete  articles  by  reducing  unnecessary 
and  excessive  varieties,  hence  requires  lower  stock  investment  and 
enables   judging  of   demand  more   effectively. 
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curred.  Some  bookkeepers  file  miscellaneous  bills  and  enter 
them  under  the  expense  account  when  paid.  Accounts 
payable  for  merchandise  should  be  separated  from  miscel- 
laneous accounts  payable,  while  those  due  to  allied,  controlled, 
afaiiated,  and  subsidiary  concerns  should  be  shown  separately. 
Unpaid  salaries  or  bonuses  represent  preferred  claims. 

The  best  concerns  usually  show  only  a  small  amount  of  ac- 
counts payable — and  notes  payable  to  the  trade,  as  well — since 
it  pays  to  borrow  from  the  bank  in  order  to  take  the  cash 
discounts  granted  by  sellers  of  goods.  If  accounts  payable 
are  large,  in  fact,  notes  payable  to  banks  or  through  note 
brokers  should  not  be  large.  The  presence  of  large  accounts 
payable  shows  either  uneconomic  financing  or  inability  to  ob- 
tain sufficient  accommodation  from  the  banks. 

Bills  payable  represent  either  indebtedness  for  goods  or  for 
monies  borrowed.  Borrowings  are  of  four  principal  kinds :  (1) 
payable  to  the  concern's  own  banks,  (2)  through  note  brokers 
for  paper  floated  in  the  open  market,  (3)  to  miscellaneous 
parties  for  funds  advanced  or  installment  notes  secured  by 
chattel  mortgage  on  fixtures  and  equipment,  and  (4)  pxu*- 
chase  money  notes  given  for  property.  Included  with  these 
borrowings  may  be  two  additional  kinds  of  liabilities :  (1)  that 
for  bankers'  acceptances  created  on  its  behalf,  and  (2)  that 
for  bonds,  short  term  notes,  or  mortgages  maturing  either 
in  whole  or  in  part  within  one  year  from  the  date  of  the 
statement,  provided  no  definite  undertaking  has  been  entered 
into  for  refunding  them. 

It  is  desirable  that  the  bills  payable  item  be  separated  into 
its  component  parts.  If  no  separation  is  made,  the  inclusion 
of  odd  cents  may  indicate  the  presence  of  notes  given  for 
merchandise.  The  analyst  should  remember,  however,  that 
an  odd  rather  than  a  round  amount  would  appear  in  case  the 
concern  deducts  unearned  discount  from  gross  notes  payable, 
or  credits  notes  payable  with  interest  accrued.  Again,  it  is 
desirable  that  secured  creditors  be  distinguished  from  un- 
secured, and  that  the  nature  of  the  security  be  indicated,  just 
as  it  is  desirable  that  past  due  notes  (as  well  as  accounts)  be 
separated  from  those  not  yet  due.     A  memorandum  of  the 
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peak  debts  during  the  last  fiscal  year  is  helpful,  as  is  the 
maximum  due  to  banks  in  comparison  with  bank  lines.  For 
a  bank,  it  is  helpful  to  note  the  form  in  which  accommoda- 
tion is  obtained  from  other  banks,  since  all  bank  borrowing 
should  be  on  the  same  basis.  A  considerable  amount  of  notes 
payable  for  merchandise,  other  than  in  the  industries  men- 
tioned in  the  section  on  receivables,  or  for  certain  classes  of 
transactions  where  custom  sanctions  their  use,  indicates  short- 
age of  working  capital. 

Some  statements  contain  "deposits."  These  are  generally 
of  three  kinds:  (1)  sums  left  by  subsidiaries  with  the  parent 
or  holding  company,  or  advance  payments  by  customers  for 
contemplated  orders  and  deliveries,  as  in  the  case  of  foreign 
concerns,  when  exchange  is  favorable;  (2)  items  held  for 
safekeeping,  or  in  trust  for  special  purposes,  such  as  deposits 
of  employees,  beneficial  or  saving  funds ;  and  (3)  items  similar 
to  notes  for  advances,  representing  salaries  of  high  officers 
allowed  to  remain  in  the  business,  or  actual  loans,  perhaps 
from  friends  and  relatives.  The  business  man  reasons  that 
deposits  of  the  third  kind  add  to  the  security,  in  that  they 
show  willingness  to  risk  money;  but  the  creditor  generally 
feels  that  they  carry  danger  of  withdrawal  on  advance  in- 
formation of  impending  danger  and  they  do  not  represent 
as  safe  an  obligation  as  do  notes  due  the  bank.  Hence,  if 
such  loans  are  considerable,  it  is  essential  that  the  conditions 
surrounding  them  be  ascertained,  such  as  to  whom  due,  when 
payable,  security  and  interest  requirements,  and  that  a  written 
agreement  be  obtained  subordinating  them  (and  notes  due 
officers)  to  claims  of  creditors.  Only  in  such  cases  should 
deposits,  not  withdrawable  on  demand  or  within  one  year, 
be  treated  as  noncurrent  liabilities. 

Accrued  Expenses 

A  concern  must  provide  cash  to  meet  accrued  expenses, 
such  as  payroll,  rent,  traveling  expenses  and  commissions, 
legal  expenses,  insurance,  and  incidental  operating  expenses; 
as  well  as  interest,  dividends  declared  but  not  paid  (cumu- 
lative dividends  in  arrears  only  when  declared),  and  script 
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with  no  due  date  given  in  payment  of  a  dividend.  The  con- 
cern must  also  make  provision  for  taxes,  Federal,  state,  and 
local,  which  must  be  estimated  but  are  likely  to  be  large  in 
amount,  and  which  include  not  merely  the  unpaid  portion 
of  last  year's  taxes,  but  also  accrued  taxes  against  the  cur- 
rent year's  business.  Both  these  types  of  obligation  call  for 
payment  of  cash,  and  belong  to  the  accounting  period  cov- 
ered by  the  statement,  hence  the  reserve  for  them  should  be 
entered  among  current  liabilities. 

Real  Estate,  Buildings,  and  Equipment 

The  credit  man  regards  the  fixed  assets — especially  the 
manufacturer's  plant  or  the  merchant's  real  estate — as  a  sheet 
anchor  of  the  risk,  for  upon  them  depends  largely  the  pre- 
vention of  ultimate  loss  in  the  final  liquidation  of  the  busi- 
ness. Important,  too,  is  the  suitability  of  the  plant  for  the 
business.  The  desirability  of  its  location,  its  proximity  to 
labor  supply,  sources  of  raw  materials  and  consumer  demand, 
and  the  efSciency  of  the  machinery  and  the  plant  layout, 
determine  in  large  measure  the  profit-making  possibilities  of 
the  business.  The  fixed  assets  are  by  far  the  most  important 
which  many  manufacturers  possess,  and  the  credit  man  is 
therefore  compelled,  both  in  fairness  to  the  debtor  and  in 
order  to  protect  himself,  to  evaluate  them  carefully.  Cotton 
miUs  may  have  a  current  position  of  only  one  to  one  in  place 
of  two  to  one,  yet  be  in  sound  position  if  the  plant  is  well 
maintained,  is  not  overcapitalized  per  spindle,  and  carries 
no  encumbrances.  Again,  the  item  may  be  especially  im- 
portant with  concerns  of  lesser  credit  standing,  whose  cur- 
rent position  is  not  strong  enough  to  be  decisive  in  itself. 

A  manufacturer  or  wholesaler  should  preferably  separate 
real  estate  from  buildings,  machinery,  and  equipment.  The 
analyst  must  ascertain  several  facts  with  respect  to  the  real 
estate,  each  piece  of  which  should  be  shown  separately.  Most 
states  require  that  it  be  in  the  debtor's  name,  and  not  held 
jointly.  If  doubt  exists,  the  fact  of  ownership  in  fee  simple 
can  be  verified  by  a  certificate  from  a  local  title  guarantee 
company,  by  examination  of  the  tax  receipt,  or  by  the  state- 
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ment  of  a  reUable  attorney.  Any  mortgages  or  other  liens 
should  be  exactly  stated,  to  know  whether  they  cover  cur- 
rent assets  as  well  as  land,  buildings,  and  machinery.  Finally, 
the  apparent  equity  in  the  property  must  not  be  further 
reduced  by  unpaid  taxes,  assessments,  etc. 

The  basis  of  valuation  of  land  and  buildings  used  in  the 
business  is  not  entirely  standardized.  Unlike  the  investment 
banker,  the  commercial  banker  usually  employs  no  appraisal 
company,  and  this  is  even  truer  of  the  mercantile  creditor. 
Land  is  usually  carried  at  cost,  unless  bought  under  ab- 
normal conditions.  In  general,  several  alternatives  exist  for 
evaluating  buildings:  the  figure  at  which  a  willing  buyer 
would  take  them  over;  the  price  at  a  forced  sale;  and  the 
book  or  reproduction  value.  The  first  is  a  sort  of  going 
concern  value ;  the  second  eliminates  this  entirely  and  shows 
the  value  for  the  most  desirable  use,  whether  that  chosen  by 
the  concern  or  an  alternative  one,^  but  set  in  an  emergency; 
while  the  third  takes  cost  less  depreciation,  the  latter  prefer- 
ably shown  separately.  On  the  whole,  a  writing  up  of  plant 
on  the  basis  of  a  reappraisal  is  not  favored.  Depletion  should, 
of  course,  be  allowed  for  mineral,  oil,  and  timber  lands. 
With  the  figure  arrived  at,  may  be  compared  the  assessed 
valuation,  making  due  allowance  for  the  percentage  of  assess- 
ment. In  general,  it  may  be  said  that  the  more  specialized 
the  plant,  the  less  ready  the  market  for  it,  and  the  greater 
the  sacrifice  necessary. 

Much  the  same  is  true  of  both  power  and  plant  machinery 
and  tools,  furniture  and  fixtures,  and  conveyances,  all  of 
which  should  be  shown  separately  in  the  balance  sheet  to 
facilitate  evaluation.  Small  hand  tools,  however,  are  often 
charged  to  current  operations.  High  grade  machinery  of  a 
standard  make  is  naturally  more  valuable  than  a  highly  spe- 
cialized article  not  adapted  to  other  plants.  The  latter  may 
have  merely  a  scrap  value  under  liquidating  conditions,  the 
same  as  obsolete,  dismantled  or  worn-out  tools  and  appliances. 
In  some  industries,  sales  of  second  hand  machinery  are  fre- 

8  The  real  estate  used  for  merchandising,  if  conveniently  located,  is 
often  a  more  valuable  asset  than  the  real  estate  used  in  manufacturing. 
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quent,  equipment,  e.g.,  often  being  moved  from  one  cotton 
mill  to  another.  The  repairs  necessary  to  keep  machinery 
in  proper  condition  should  be  charged  to  expense  and  an  addi- 
tional allowance  should  be  made,  or  a  reserve  set  up,  for 
depreciation — ^wear  and  tear,  and  obsolescence — ^the  superior 
efficiency  of  newly  invented  machinery,  as  the  asset  is  written 
down.  It  is  more  or  less  common  to  charge  off  annually  10 
per  cent  on  machinery  and  fixtures.  One  of  a  number  of 
well-known  methods  of  depreciation  may  be  used  to  charge 
to  each  year  the  portion  of  the  total  cost  applicable  to  that 
year.'  Machinery  against  which  installment  notes  with  chat- 
tel mortgage  or  similar  lien  are  outstanding  should  be  shown 
separately,  and  the  liens  recorded  where  required.  Furni- 
ture and  fixtures — large  in  the  merchandising,  small  in  the 
manufacturing  enterprise — ^but  consistent  with  the  age  of  the 
business  in  either  case,  may  be  carried  at  cost  less  deprecia- 
tion, and  the  figure  compared  in  a  general  way  with  the 
replacement  cost. 

At  times  property  is  held  on  leasehold,  instead  of  in  fee 
simple.  A  long  term  lease  is  valuable,  but  should  be  carried 
at  cost  less  a  pro  rata  deduction  applicable  to  the  expired 
portion  of  its  life,  so  that  the  entire  value-  is  extinguished 
when  the  lease  expires,  regardless  of  any  privilege  of  renewal. 
The  same  is  true  of  improvements  which  wiU  become  useless, 
or  become  the  property  of  the  lessor. 

At  times  concerns  hold  real  estate  not  used  directly  in  the 
conduct  of  the  business.  A  tract  of  land  may  be  acquired 
advantageously  for  future  developments,  or  workmen's  cot- 
tages may  be  rented  to  employees,  or  concessions  granted  to 
restaurant  keepers,  grocers,  etc.  The  analyst  should  ask  him- 
self why  it  is  being  carried,  if  it  is  properly  valued,  and 
whether  it  yields  a  satisfactory  income.  Some  credit  men 
urge  that  the  item  be  either  entirely  eliminated,  or  else  ap- 
praised on  a  purely  nominal  basis,  but  this  would  be  espe- 
cially inappropriate  in  the  case  of  a  retailer. 

9  It  is  obvious,  too,  that  charges  against  a  plant  built  when  prices 
are  low  may  be  inadequate  to  replace  it  at  a  time  when  prices  are 
high. 
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Investments 

There  are  two  kinds  of  securities  held  by  business  enter- 
prises: those  of  affiliated  companies,  in  which  they  own  a 
majority,  a  controlling,  or  a  substantial  stock  interest,  or  of 
subsidiaries  owned  outright;  and  those  of  independent  com- 
panies. The  latter  may  represent  temporary  investment  of 
free  funds,  or  investment  of  sinking  or  other  funds. 

Temporary  investments  will  be  composed  chiefly  of  readily 
marketable  securities  including  bonds,  stocks,  short  term  notes, 
commercial  paper,  and  call  loans.  "When  listed  and  actively 
traded  in,  so  that  fluctuations  will  not  affect  the  price  ma- 
terially, they  are  well  regarded.  Liberty  bonds  and  govern- 
mental obligations  are  universally  regarded  as  current  assets, 
while  practice  as  to  other  readily  marketable  securities  differs. 
It  is  usual  to  evaluate  them  at  cost  or  market  price,  which- 
ever is  lower,  and  to  adjust  bond  prices  for  the  accrued 
amortization  of  the  premium  or  discount.  Any  which  are 
pledged  as  collateral  for  loans  should  be  separately  shown. 
The  analyst  should  be  careful  to  see  that  the  holding  repre- 
sents investment,  and  does  not  betray  a  tendency  toward 
speculation. 

Investments  in  subsidiaries  or  affiliations  are  in  the  nature 
of  fixed  investments.  The  analyst  must  consider  the  nature 
of  the  subsidiary's  operations — ^whether  it  is  handling  the 
concern's  products,  or  is  engaged  in  related  lines,  or  is  pro- 
ducing materials  which  the  merchant  handles.  Business  in- 
vestments also  include  patent  licenses  and  agency  contracts. 
The  concern  must  not  be  spreading  its  activities  too  far  afield. 
Again,  the  relations  with  the  subsidiary  must  be  considered — 
any  contractual  or  contingent  liabilities  enjoined  by  the  state 
law,  and  the  financing  undertaken  by  the  company.  A  con- 
solidated balance  sheet,  to  be  analyzed  in  conjunction  with 
the  statements  of  the  individual  units,  wiU  be  helpful.  Close 
analysis  should  enable  the  analyst  to  answer  three  questions : 
what  is  the  affiliation's  actual  net  worth,  has  it  proved  a 
profitable  investment,  and  what  influence  has  it  upon  the 
parent's  working  capital  and  financing? 
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Treasury  and  unissued  stock  and  bonds  should  not  be 
included  as  an  asset,  except  when  held  under  certain  re- 
strictions in  the  sinking  fund.  Instead,  they  should  prefer- 
ably be  deducted  from  the  capital  and  reduce  the  net  worth. 
The  value  in  event  of  failure  is  highly  problematical  at  best, 
and  is  merely  residual  and  indeterminate  until  the  assets  have 
been  completely  liquidated. 

Intangible  and  Deferred  Assets 

Good  will,  franchises  to  carry  on  public  service,  secret 
processes  and  formulae,  patents,  copyrights,  trade-marks,  pat- 
terns, drawings,  and  dies,  may  be  extremely  valuable.  These 
items  fall  into  two  general  classes.  One,  like  leaseholds,  has 
a  definite  life.  In  the  United  States,  patents  run  for  seven- 
teen years,  and  are  renewable  only  by  special  act  of  Congress ; 
copyrights  have  a  life  of  twenty-eight  years,  and  are  renew- 
able for  an  equal  period ;  while  trade-marks  may  be  registered 
for  twenty  years,  are  renewable,  but  must  be  used.  Good 
wiU,  however,  is  continuous.  Trade-marks  for  products,  the 
reputation  of  which  has  been  built  up  by  heavy,  continu- 
ously sustained  advertising  over  a  long  period  of  years, 
are  firmly  established,  and  have  a  real  liquidating  value, 
for  new  capital  and  new  management  always  stand  ready  to 
step  in,  but  others  have  positive  value  only  so  long  as  the 
company  itself  is  a  going  concern.  The  more  conservatively 
financed  enterprises  rarely  carry  intangibles  at  more  than  a 
nominal  value.  Where  a  business  was  purchased  at  a  figure 
in  excess  of  the  appraised  value  of  the  acquired  assets,  they 
may  be  shown  as  a  slow  asset,  but  are  written  off  as  tangible 
assets  are  accumulated.  If  limited  in  time,  the  actual  or 
effective  life  must  also  be  considered.  "While  the  credit  man 
is  influenced  to  some  extent  by  the  fact  that  a  business  is 
successful  and  highly  profitable,  he  generally  disallows  in- 
tangible assets  shown  in  the  balance  sheet,  and  deducts  them 
from  capital  and  surplus,  to  arrive  at  the  actual  net  worth. 
To  a  going  concern,  they  are  not  resources  available  for  debt 
paying,  while  to  an  insolvent  concern  they  are  usually  worth- 
less. 
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Deferred  assets,  such  as  prepaid  expenses — unexpired  in- 
surance premiums,  rent,  advertising,  taxes,  interest,  and 
commissions — ^mean  that  the  concern  is  relieved  correspond- 
ingly from  payment  of  cash  during  the  following  period. 
Deferred  charges,  such  as  discount  on  bonds  and  organization 
and  development  expenses  (which  in  one  way  are  similar  to 
good  wiU  built  up  through  advertising),  however,  are  merely 
written  off  gradually  from  earnings.  Both  are  disregarded, 
and,  for  the  same  reasons  as  in  the  case  of  good  will,  are 
deducted  to  arrive  at  the  net  worth.  These  minor  items  merit 
detailed  analysis  only  if  large  in  size  and  are  of  interest 
chiefly  as  reflecting  the  system  of  accounting  which  the  debtor 
employs. 

Bonded  and  Mortgage  Debt 

Many  concerns  show  real  estate  mortgages,  bonds — whether 
mortgage  or  debenture — or  so-called  short  term  notes,  running 
up  to  ten  years.  Those  outstanding  upon  separate  pieces  of 
property  should  be  shown  separately.  The  credit  man  is  in- 
terested in  them  from  several  viewpoints.  A  large  early 
maturity  with  no  provision  for  refunding  portends  difSculty, 
and,  if  the  property  has  depreciated,  may  even  leave  a  debt 
to  be  met  from  the  funds  in  the  business.  He  is  interested  in 
the  interest  rates  and  sinking  fund  provisions  and  the  con- 
sequent burden  upon  the  business,  as  well  as  whether  or  not 
sinking  fund  requirements  have  been  met,  and  interest  pay- 
ments made.  He  is  interested,  again,  in  other  requirements, 
such  as  the  maintenance  of  a  specified  ratio  of  current  assets 
while  the  bonds  are  outstanding.  He  is  interested,  finally,  in 
the  scope  of  the  indenture  securing  the  bond  issue;  if  the 
issue  covers  all  assets,  not  merely  the  fixed  assets,  mercantile 
and  bank  creditors  will  find  themselves  in  a  position  inferior 
to  that  of  the  bondholders.  And  default  in  interest  payment 
or  meeting  other  indenture  requirements  precipitates  the 
difficulty. 

The  chattel  mortgage,  involving  personal  property,  is  much 
less  important.  It  is  only  satisfactory  to  the  credit  man  when 
secured  by  equipment;  if  it  is  on  fixtures  or  trading  assets 
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it  is  a  danger  signal.    Legal  provisions  on  these  subjects  vary 
considerably  in  the  different  states. 

Net  Worth 

The  net  worth  or  proprietorship  account  of  a  business  is 
the  excess  of  assets  over  liabilities.  The  analyst  must  re- 
member that  the  value  shown  in  the  statement  by  no  means 
represents  in  all  eases  the  true  net  worth  of  the  concern. 
He  must  adjust  the  amount  there  shown  for  deductions  from 
the  assets  listed,  likewise  for  the  intangible  and  deferred  assets 
which  are  disallowed,  and,  finally,  for  increases  in  the  lia- 
bilities. 

The  individual  or  partnership  usually  carries  a  single 
capital  account,  but  may  also  show  surplus,  earnings,  profit 
and  loss,  or  undivided  profits.  The  corporation  is  more 
formal.  It  shows  the  several  classes  of  stock  separately,  as 
well  as  a  surplus  or  deficit.  Stock  is  entered  at  par  value; 
if  not  fully  paid,  it  is  entered  at  the  amount  paid,  with  a 
note  of  the  par  value.  No  par  value  stock  is  entered,  prefer- 
ably at  the  sum  actually  received,  or  the  minimum  figure 
ascribed  to  it  under  the  state  law.  Ordinarily,  the  liabiUty 
of  the  individual  stockholder  is  limited  to  the  par  value  of 
his  stock;  but  several  exceptions  exist,  and  double  liability 
is  usual  for  stockholders  of  banks,  trust  companies,  and 
insurance  companies.  The  amount  of  stock  authorized  to  be 
issued  should  also  be  indicated,  and  treasury  stock  distin- 
guished from  that  unissued. 

The  surplus  account  should  preferably  be  divided  into  its 
component  parts.  That  acquired  from  earnings  should  be 
separated  from  that  arising  from  revaluation  of  assets,  sale 
of  capital  assets  in  excess  of  book  value,  and  capital  surplus 
arising  from  gains  on  the  issue  and  acquisition  of  stock,  such 
as  sale  at  a  premium,  donation,  and  purchase  below  par. 
Furthermore,  restricted  or  appropriated  surplus,  such  as  that 
reserved  for  a  sinking  fund  in  accordance  with  bond  issue 
requirements,  should  be  separated  from  free  surplus.  Too 
large  a  surplus  item  in  relation  to  capital  stock,  constitutes 
an  element  of  danger  for  the  creditor.    Subject  to  withdrawal 
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through  dividend  declarations,  it  should  be  protected  by  in- 
dorsement of  the  principal  stockholders,  or  by  their  written 
agreement  that  no  dividends  beyond  an  agreed  rate  be  de- 
clared so  long  as  outside  loans  or  debts  are  unpaid.  A  recon- 
cilement of  surplus  is  also  desirable,  to  link  together  the 
balajice  sheet  and  the  profit  and  loss  statement. 

Reserves 

Reserves  are  very  frequently  misused  and,  unless  their  pur- 
pose is  clearly  stated,  very  difScult  to  interpret.  Accordingly, 
they  should  be  separated  in  the  balance  sheet.  They  are  of 
several  different  classes: 

1.  Valuation  reserves.  Reserves  against  bad  debts,  for  deprecia- 
tion of  plant  and  equipment,  etc.,  are  designed  to  meet  real  or  ex- 
pected shrinkage  in  the  value  of  the  asset  in  question.  They  aid 
in  placing  an  estimate  upon  the  liquidating  value  of  the  asset. 
They  should  preferably  be  shown  as  a  deduction  from  the  particular 
asset,  the  net  amount  of  which  alone  enters  into  the  totals. 

2.  Liability  reserves.  Reserves  against  taxes,  rent,  etc.,  are  in 
the  nature  of  accruals  and  are  so  treated.  They  cover  operating 
expenses  accrued,  but  either  uncertain  in  amount  or  not  yet  matured. 

3.  Appropriated  reserves.  Reserve  for  sinking  fund  is  merely  a 
part  of  surplus  set  apart  for  the  specific  purpose  of  debt  retire- 
ment. Where  the  sum  is  specifically  invested,  the  asset  item  which 
offsets  it  is  a  sinking  fund. 

4.  Contingency  reserves.  Reserve  for  possible  contingencies  is 
likewise  a  part  of  surplus  segregated  for  the  purpose  of  meeting 
whatever  contingency  may  arise.  It  constitutes  a  safeguard  in  that 
it  sets  aside  from  the  surplus  (and  reduces  the  latter  accordingly) 
amounts  which  the  proprietors  cannot  properly  regard  as  their  own. 

In  the  analysis,  certain  allowances  must  be  made.  Im- 
provement and  plant  expansion  may  have  been  charged  to 
expense  of  maintenance  and  repairs,  instead  of  to  plant  ac- 
count, or  excessive  charges  may  have  been  made  to  operation 
by  way  of  bad  debt  reserve  or  plant  depreciation  or  inventory 
write-off.  This  is  difficult  to  ascertain,  yet  understates  the 
true  net  worth  of  the  business. 

Contingent  Liabilities 

Bank  statement  forms,  in  particular,  aim  to  obtain  con- 
siderable   supplementary   information.     The    exact    amount 
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naturally  varies  with  the  size  of  the  institution  and  the  legal 
form  of  organization  of  the  customer.  Small  country  banks' 
forms  are  least  elaborate,  as  are  forms  prepared  for  use  by 
individuals.  The  supplementary  data  fall  under  one  of  three 
heads : 

1.  A  detailed  description  of,  and  information  bearing  on,  certain 
items  in  the  statement. 

2.  The  concern's  relations  with  branches  and  subsidiaries. 

3.  A  statement  of  contingent  liabilities,  a  profit  and  loss  state- 
ment, data  relative  to  insurance,  banking  relations  and  personal 
affairs  of  those  interested  in  the  concern,  etc. 

"A  contingent  liability,"  state  two  leading  bank  credit 
men,  "is  a  possible  source  of  liability  dependent  upon  the 
fulfillment  of  certain  conditions.  It  is  a  contingent  obligation 
which  may  become  an  actuality  only  in  the  event  of  some 
future  occurrence,  such  as  the  failure  of  another  party  to 
perform  his  part  of  a  contract,  default  with  regard  to  some 
obligation  of  the  subject  company,  or  upon  appearance  of 
some  unpredictable  event  which  is  more  or  less  likely  to 
happen  as  incidental  to  the  very  nature  of  business  con- 
duct. ' '  ^°  Contingent  liabilities  are  divided  into  two  prin- 
cipal classes.  First  are  the  liabilities  more  or  less  intangible 
in  nature  and  not  measurable  from  a  strict  accounting  stand- 
point. They  arise  from  business  risk,  and  cause  the  credit 
man  to  inquire  about  the  condition  of  the  trade,  the  keenness 
of  competition,  and  the  relation  of  the  particular  trade  and 
the  particular  risk  to  the  general  business  situation.  Second 
are  those  contingent  liabilities  which  can  be  shown  on  the 
financial  statement.  They  may  be  further  subdivided  into 
three  classes.  Liabilities  of  a  financial  nature  usually  in- 
curred in  the  sale,  transfer,  indorsement,  or  guaranty  of 
negotiable  instruments  make  up  the  first  group.  Examples 
are  afforded  by  the  discount  of  notes  or  accounts  receivable, 
indorsement  of  bonds,  stock,  or  notes  for  subsidiaries,  or  ac- 

10 M.  H.  Howell  and  J.  L.  Morris,  "Contingent  Liabilities:  What 
they  are  and  how  the  credit  man  analyzes  them,"  Credit  Monthly, 
November,  1920.  Reproduced  in  G.  G.  Munn,  Bwnk  Credit  (New  York, 
1925),   Appendix,   pp.    272-277. 
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commodation  indorsement  for  other  parties,  and  opening  of 
commercial  letters  of  credit  witli  a  bank.  The  second  sub- 
division comprises  liabilities  incurred  as  a  result  of  agree- 
ments concerning  the  purchase  or  sale  of  merchandise  or 
services,  such  as  purchase  or  sale  of  goods  for  future  delivery 
at  a  fixed  price,  guaranty  or  warranty  of  goods,  allowances 
for  returned  containers,  tickets  sold  in  advance,  salary  con- 
tracts, etc.  Finally  come  responsibilities  incurred  in  a  man- 
ner other  than  by  express  agreement.  Under  this  heading 
are  included  pending  lawsuits,  possibilities  of  litigation,  and 
pending  judgments  where  suit  has  been  taken  on  appeal  to 
a  higher  court. 

From  an  accounting  standpoint,  contingent  liabilities  of  a 
financial  nature  may  be  shown  on  the  balance  sheet  in  one 
of  four  ways: 

1.  Where  practicable,  show  the  liability  as  a  contra  item  to  the 
corresponding  contingent  asset.  Thus  "discounted  notes  receivable" 
are  retained  on  the  balance  sheet  to  offset  the  item  "notes  receiv- 
able discounted." 

2.  Showing  the  total  amount  of  notes  receivable,  less  notes  re- 
ceivable discounted,  on  the  asset  side,  the  net  amount  thus  alone 
entering  into  the  totals. 

3.  Write  notes  receivable  discounted  short  on  the  liability  side, 
and  include  in  the  totals  only  the  net  amount. 

4.  Mark  the  notes  receivable  with  an  asterisk  and  call  attention 
in  a  footnote  to  the  fact  that  a  certain  amount  has  been  discounted. 

Contingent  liabilities  arising  from  merchandise  commit- 
ments, etc.,  nmst  be  treated  in  a  different  manner.  Eeserves 
are  presumably  set  up,  and  the  contingent  liability  thus  indi- 
cated on  the  balance  sheet  itself,  but  where  no  reserves  are 
provided,  the  liability  should  be  covered  in  a  footnote.  Such 
reserves  were  of  special  importance  during  the  years  following 
1920.  In  normal  times,  the  credit  man  wishes  to  know 
whether  the  firm  has  covered  its  raw  material  requirements 
far  enough  in  advance  to  do  its  regular  volume  of  business, 
and  whether  it  has  been  able  to  contract  on  a  profitable  basis. 
But  in  a  period  of  falling  prices  and  a  buyer's  instead  of  a 
seller's  market,  the  risk  lessens  as  the  commitments  decrease. 
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Financial  responsibility  resulting  from  lawsuits  cannot  be 
measured  with  any  degree  of  precision,  and  can  therefore  be 
omitted  from  the  body  of  the  statement,  but  a  footnote  should 
explain  the  precise  nature  of  any  such  liabilities. 

The  credit  man  is  interested  in  the  legal  exemption  accorded 
the  debtor.  Under  state  law,  a  debtor  may  hold  a  certain 
amount  of  property  which  cannot  be  attached  or  otherwise 
levied  on  to  satisfy  claims  against  him.  A  homestead,  con- 
sisting of  real  property  of  not  over  a  specified  value,  occu- 
pied by  the  debtor  and  his  family  as  a  residence,  is  often 
exempt,  usually,  however,  only  when  he  records  a  claim  of 
exemption  in  a  public  office.  Household  goods,  wearing  ap- 
parel, and  other  goods  and  chattels  of  not  over  a  certain  value, 
are  also  frequently  exempt.  Especially  where  the  debtor's 
financial  responsibility  is  limited,  is  it  important  to  know 
what  exemptions  he  claims,  since  they  reduce  the  net  worth 
of  his  estate  accordingly  from  the  creditor's  point  of  view. 

Profit  and  Loss  Statement 

An  increasing  number  of  balance  sheets  are  accompanied 
by  a  profit  and  loss  statement;  but,  as  already  suggested, 
many  still  give  at  most  one  or  two  items,  such  as  sales  or 
profits.  Moreover,  great  lack  of  uniformity  of  terminology 
exists.  Yet  some  data  of  this  kind  is  valuable  in  order  to 
record  progress  or  retrogression  and  determine  efficiency,  as 
well  as  to  uncover  attempted  manipulation  in  the  preparation 
of  the  balance  sheet  itself. 

Sufficient  detail  in  the  statement  is  highly  desirable.  It 
should  tie  into  the  balance  sheet  and  explain  the  change  in 
surplus,  bearing  in  mind,  of  course,  that  dividend  payments 
and  other  charges  and  credits  not  applicable  to  the  period 
covered  by  the  income  statement  may  occur.  It  should  dis- 
close : 

1.  Sales.  From  gross  sales,  outward  freight,  allowances  or  re- 
turns should  be  given  as  a  separate  deduction,  to  show  net  sales. 
This  is  desirable  to  show  selling  policy  and  because  of  the  expense 
incident  to  returns  and  allowances. 

2.  Gross  profit  on  sales.    Net  purchases — or  material  and  labor— 
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including  power,  plant  rental  and  repairs  for  a  manufacturer, 
should  be  added  to  inventory  at  opening  of  period,  and  inventory 
at  the  end  of  the  period  be  deducted,  to  show  cost  of  sales.     This 
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Fig.  26.   Standard  operating  statement  form,  ebcommended  by 
THE  National  Association  or  Credit  Men 

should  then  be  deducted  from  net  sales,  to  give  gross  profit  on 
sales  and  hence  the  gross  margin  of  profit. 
3,   Net  operating  prop.    Total  selling  expense,  total  general  ex- 
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pense,  and  total  administrative  expense  (each  itemized  to  corre- 
spond to  ledger  accounts  kept)  should  be  added  to  ascertain  total 
expense.  This  should  then  be  deducted  from  gross  profit  on  sales 
to  ascertain  net  profit  on  sales  or  net  operating  profit.  The  sepa- 
ration enables  the  analyst  to  study  the  concern's  control  over  its 
expenses  and  to  place  his  finger  upon  conditions  which  are  wrong, 
such  as  sales  expense,  officers'  salaries  or  rent.  The  net  operating 
profit  indicates  the  operating  efficiency  of  the  business. 

4.  Proiit  and  loss.  To  net  profit  should  be  added  other  non- 
operating  income,  from  investments,  interest  on  notes  receivable, 
etc.,  to  ascertain  gross  income.  From  this  shoidd  be  deducted 
interest  on  bonded  debt  and  on  notes  payable  and  taxes,  to  ascer- 
tain net  income — ^profit  and  loss.  To  the  special  credits  are  added 
special  charges  deducted,  to  ascertain  profit  and  loss  for  the  period. 
While  fixed  charges,  such  as  bond  interest,  are  of  more  importance 
to  the  investment  analyst  than  to  the  credit  man,  depreciation  is 
highly  important.  Rates  of  depreciation  are  by  no  means  stand- 
ardized, and  are  sometimes  reduced  in  a  year  of  small  profits  in 
order  to  make  an  apparently  better  showing  as  to  the  profits  of 
the  business. 

5.  Bistribution  of  income.  To  surplus  at  the  beginning  of  the 
period,  profit  and  loss  for  the  period  is  added,  dividends  paid  de- 
ducted from  the  total,  and  surplus  at  the  close  of  period  remains. 
The  dividend  record  of  a  corporation  or  the  withdrawals  of  the 
partners  of  a  firm  indicate  the  extent  to  which  earnings  are  being 
reinvested  or  vice  versa.  Good  and  bad  years  may  be  averaged  in 
payment  of  dividends. 

There  is  reproduced  herewith  (Figure  26)  a  form  recom- 
mended by  the  National  Association  of  Credit  Men,  which  is 
not  so  finely  classified.  Yet  many  furnish  only  a  ten  item 
summary,  which  is  better  than  nothing,  yet  inadequate  for 
the  analysis.  In  any  event,  as  has  already  been  indicated  in 
considering  net  worth,  an  increase  in  surplus  cannot  merely 
be  assumed  to  be  the  result  of  profitable  operations. 
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CHAPTER  XIV 

STATEMENT  ANALYSIS 

Having  considered  the  construction  of  the  financial  state- 
ment, it  is  next  in  order  to  make  a  study  of  the  various 
statement  items.  They  must  be  compared  with  one  another 
in  order  to  ascertain  whether  the  condition  depicted  by  the 
statement  is  good,  bad,  or  indifferent;  and  the  trend  from 
previous  statements  must  be  considered.  When  the  state- 
ment has  been  analyzed  from  these  two  points  of  view,  a  still 
broader  problem  must  be  taken  up,  namely,  that  of  deter- 
mining on  an  appropriate  credit.  This  will  be  considered  in 
the  following  chapter. 

Comparative  Statement  Forms 

The  initial  step  in  statement  analysis  taken  by  large  banks 
and  business  houses,  though  not  generally  by  smaller  ones, 
is  the  transferring  of  the  items  to  a  comparative  statement 
form.  The  form  is  designed  to  reclassify  and  rearrange  the 
items,  so  as  to  afford  what  the  creditor  believes  to  be  a  truer 
picture  of  the  debtor's  condition.  By  comparing  items  of 
one  date  with  those  of  another,  the  credit  man  can  study  the 
growth  or  retrogression  shown,  as  well  as  the  changes  in 
separate  asset,  liability,  equity,  and  operating  conditions.  In 
addition,  he  can  compare  the  condition  of  the  concern  in  ques- 
tion with  that  of  other  concerns  in  the  same  or  related  indus- 
tries, or  with  a  model  statement  he  has  in  mind. 

Like  statements  prepared  for  the  use  of  debtors,  compara- 
tive statement  forms  differ  greatly,  both  with  respect  to 
order  and  arrangement  of  information  desired,  and  supple- 
mental and  derivative  data.  Some  list  all  the  assets  first, 
followed  by  the  liabilities;  others  instead  place  the  current 
liabilities  immediately  after  the  current  assets.  In  either 
of  these  eases,  the  summary  data  appears  at  the  bottom  of  the 
sheet.     Other  forms  place  them  first.     There  is  reproduced 
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in  Figure  27  the  blank  first  suggested  in  1922  by  the  Com- 
mittee on  Credit  Systems  of  the  Robert  Morris  Associates, 
which  calls  attention  to  the  following  features: 

The  segregation  of  current  assets,  fixed  assets,  current  liabilities, 
and  total  debt  is  considered  essential.  The  purely  book  assets  of 
good  will  and  treasury  stock  are  set  up  in  a  space  by  themselves 
so  that  they  can  be  entered  apart  from  the  actual  assets. 
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Two  items  not  universally  present  on  comparative  sheets  have 
been  arranged  for  here.    These  are  net  profits  and  dividends. 

As  a  matter  of  ease  in  reading,  all  lines  have  been  numbered. 
This  makes  it  easier  for  the  eye  to  travel  back  to  the  legend  if  the 
statement  is  entered  in  one  of  the  last  columns. 

At  the  bottom  of  the  sheet,  space  has  been  provided  for  carry- 
ing the  ratios,  and  the  formulas  are  shown  for  developing  them. 
This  is  done  by  reference  to  the  lines,  by  number,  upon  which  the 
items  appear. 

Method  of  Analysis 

The  analyst  generally  does  not  undertake  the  comparisons 
he  makes  in  formal  fashion.  A  well-rounded  balance  sheet 
displays  various  items  in  good  proportion  to  one  another. 
The  plant  investment,  e.g.,  is  not  too  large  for  the  current 
operations,  as  reflected  in  the  volume  of  sales.  A  more  or  less 
recogniized  series  of  tests  or  comparisons  has  become  estab- 
lished, whereby  each  of  the  principal  items  may  be  examined. 
Only  when  such  scrutiny  reveals  that  the  statement  is  not  well 
rounded  in  every  respect,  is  further  analysis  made  of  the 
particular  item  which  seems  to  the  analyst  to  be  out  of  pro- 
portion. Even  then,  most  of  the  computations,  other  than  the 
current  ratio,  are  instinctive. 

The  comparisons  between  the  various  items  may  be  ex- 
pressed in  a  variety  of  ways.  The  first  is  in  percentages. 
Thus  sales  may  be  stated  as  400  per  cent  of  merchandise  on 
hand.  Instead,  it  may  be  said,  second,  that  there  are  $4  of 
sales  for  every  $1  of  merchandise.  This  is  often  termed  by 
statisticians  "the  method  of  proportional  parts,"  as  distinct 
from  the  percentage  method.  But  the  average  merchant  or 
credit  man  usually  measures  merchandise,  in  particular,  by 
the  number  of  times  it  turns  over  per  annum,  or  else  by  the 
number  of  months '  or  days '  sales  on  hand.  In  the  illustration 
just  given,  inventory  turns  over  four  times  per  annum,  so 
that  there  is  three  months '  business  in  stock. 

In  fixing  the  standards  for  the  several  comparisons,  the 
credit  man  relies  upon  the  data  he  has  obtained  from  the 
various  statements  that  have  come  to  his  attention.  From 
these  he  forms  general  impressions.  These  impressions  give 
him,  not  a  yardstick,  hut  a  guide  for  comparison,  and  he  must 
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modify  them  for  the  particular  case  under  consideration  as 
his  experience  dictates. 

In  making  these  comparisons,  the  financial  cannot  be  dis- 
sociated from  the  manufacturing  and  merehandisng  aspects 
of  the  business.  The  first  must  be  related  to,  and  considered 
in  the  light  of,  the  other  two.  For  example,  the  number  of 
days'  sales  on  the  books  and  the  number  of  days'  merchandise 
on  hand,  as  related  to  the  customary  terms  of  sale  and  turn- 
over, determine  the  quality  of  the  receivables  and  the  mer- 
chandise, respectively.  They  thus  give  an  indication  as  to 
the  buying  policy,  the  merchandising  ability,  and  the  vigor 
of  the  credit  and  collection  policy  pursued  by  the  manage- 
ment. The  various  points  in  the  analysis  must  be  judged 
in  the  light  of  the  credit  man's  knowledge  of  business  prac- 
tice in  the  industry  in  question.  Moreover,  they  must  be 
judged  in  the  light  of  general  conditions  prevailing  in  the 
industry  and  of  general  business  conditions.  This,  too,  in- 
volves consideration  of  the  influence  of  allied  industries ;  the 
outlook  in  the  cement  industry,  e.g.,  is  influenced  by  the 
amount  of  present  and  projected  road  construction,  while  the 
plumbing  supplies  outlook  depends  upon  the  building  con- 
struction situation.  Finally,  long  run  trends  in  business 
method  should  not  be  disregarded.  Much  discussion  is  heard 
to-day  of  overcrowding  of  communities  with  retail  stores,  and 
the  credit  man  checking  retail  names  must  keep  this  situa- 
tion in  mind  in  passing  upon  each  risk.  The  credit  man's 
emphasis  upon  the  various  factors  thus  naturally  varies  ac- 
cording to  the  industry  in  question,  as  well  as  according  to 
the  concern  under  consideration. 

The  Analyst's  Viewpoint 

As  a  rule,  the  analyst  makes  little  effort  to  project  the 
various  assets  and  liabilities  into  the  future  in  order  to  ascer- 
tain what  the  financial  position  of  the  debtor  will  be  imme- 
diately before  his  obligation  falls  due.  A  systematic  procedure 
along  this  line  is  customary  only  in  case  of  a  concern  pre- 
senting to  a  bank  a  statement  which  does  not  afford  a  satis- 
factory basis  for  credit  extension.    In  such  a  case,  the  probable 
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financial  result  of  operations  to  be  -undertaken  may  be  indi- 
cated in  some  detail  in  a  financial  budget.^  This  plan  was 
quite  commonly  used  for  doubtful  cases  requiring  renewals 
in  the  years  after  1920. 

Basically,  the  analyst  is  interested  in  the  current  position 
of  the  business,  evidenced  by  the  current  ratio  of  current 
assets  to  current  liabilities.  The  difference  between  current 
assets  and  current  liabilities  gives  the  margin  of  current  assets, 
excess  quick  or  working  capital,  and  indicates  the  investment 
of  the  owners  in  trading  assets.  It  shows  whether  the  busi- 
ness is  generously  or  sparingly  supplied  with  working  capital. 

Despite  its  wide  use,  the  current  ratio  does  not  give  an 
adequate  picture  of  the  current  situation  of  the  business.  It 
must  be  supplemented  by  analysis  of  the  constituent  parts  of 
the  current  assets,  so  as  to  ascertain  both  their  liquidity  and 
the  evidence  they  give  of  the  concern's  business  methods. 
Annual  sales  afford  a  test  of  the  receivables  and  the  mer- 
chandise, and  show  respectively  promptness  of  collections  and 
rapidity  of  turnover.^ 

Important,  too,  are  other  factors  which,  while  they  do  not 
affect  the  current  position  at  once,  may  ultimately  undermine 
it.  Neither  the  source  whence  the  concern  derives  its  funds, 
nor  the  use  it  makes  of  them,  should  be  overlooked.  The 
debt  must  not  be  too  heavy  in  relation  to  the  net  worth,  so 
that  the  creditors  are  actually  partners  in  the  enterprise. 
Again,  the  plant  investment  or  fixed  assets  must  not  be  too 
heavy.  The  net  worth  must  be  sufficient  to  take  care  of  the 
plant  and  supply  some  working  capital  in  addition.  More- 
over, the  plant  should  not  be  too  large  for  the  volume  of 
business  as  shown  by  the  annual  sales. 

The  productivity  of  the  funds  employed  in  the  business 
must  be  studied.  The  object  of  business  is  to  make  profits; 
they  are  the  final  test  of  success  or  failure.  They  are  shown 
by  the  comparison  of  net  profits  to  net  worth;  this,  in  turn, 
depends   upon   a  satisfactory  volume   of   sales   in  relation 


iSee  G.  G.  Munn,  Bank  Credit  (New  York,  1925),  Chap.  IX. 
2  Strictly,  average  receivables  carried,  and  cost  of  sales  in  relation 
to  average  inventory  carried. 
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to  net  worth,  and  adequate  net  profits  in  relation  to  these 
sales.  "Where  a  separate  figure  for  net  profits  is  not  avail- 
able, the  volume  of  business  can  merely  be  compared  to  the 
net  worth. 

Bach  of  these  factors  may  be  analyzed  much  more  minutely 
if  necessary.  For  example,  if  sales  are  adequate,  yet  profits 
small,  the  several  items  of  expense  may  be  tested.  But  it  is 
essential  first  to  envisage  the  risk  as  a  whole,  and  from  that 
work  out  to  special  features.  In  particular,  their  relation  to 
one  another  must  be  considered,  so  as  to  understand  the 
reasons  for  the  conditions  shown.  The  credit  man  considers 
not  only  the  situation  as  reflected  in  the  last  statement  before 
him ;  he  considers  also  the  trend  of  the  business,  and  so  esti- 
mates its  future  progress.  The  reasons  for  present  success  or 
failure  are  often  written  clearly  in  the  records  of  the  past,  and 
point  the  way  to  future  developments. 

The  Current  Ratio 

The  current  ratio  is  the  most  widely  employed  of  all  the 
comparisons  made  between  statement  items.  Its  use  grew  out 
of  experience,  which  showed  that  assets  generally  shrink 
considerably  in  event  of  forced  liquidation,  while  liabilities 
either  remain  fixed  or  even  increase,  due  to  omission  of  con- 
tingent or  other  liabilities.  Since  the  loss  on  assets  would 
rarely  amount  to  50  per  cent,  a  ratio  of  two  dollars  of  cur- 
rent assets  for  every  dollar  of  current  liabilities  would  seem 
to  afford  a  satisfactory  margin  of  safety. 

Experience  has  made  it  evident  that  the  two  for  one  rule 
cannot  be  rigidly  applied.  Its  merit  lies  in  its  simplicity,  but 
it  is  quantitative  rather  than  qualitative,  and  fails  to  allow 
for  other  significant  factors.  A  very  important  factor  to  be 
considered  is  the  nature  of  the  concern's  business:  the  in- 
dustry, territory  served,  and  character  of  its  customers.  A 
stable  business  like  meat  packing,  in  which  there  is  a  rapid 
movement  of  merchandise  having  a  universal  demand,  and  in 
which  buying  of  raw  materials  can  be  curtailed  at  any  time, 
may  show  a  current  ratio  of  one  and  one-half  to  one,  and 
still  be  a  satisfactory  risk.     On  the  other  hand,  a  highly 
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seasonal  line  such  as  millinery,  subject  to  style  influence,  and 
with  much  less  rapid  turnover,  may  show  a  three  to  one  ratio, 
yet  be  unsatisfactory. 

The  statement  is  usually  made  at  that  season  of  the  year 
when  liabilities  are  at  their  lowest  point,  and  the  margin  of 
safety  might  be  much  less  if  it  were  computed  when  the  in- 
debtedness was  greatest.  Much  also  depends  upon  the  nature 
of  the  current  assets.  A  high  percentage  of  cash  might  well 
justify  a  lower  current  ratio,  though  a  high  percentage  of 
merchandise  would  not.  Similarly,  a  rapid  merchandise  or 
receivables  turnover  might  warrant  a  lower  ratio,  where  a 
relatively  slow  turnover  would  not.  Finally,  the  ratio  neces- 
sary, if  the  risk  is  to  be  satisfactory,  varies  with  business 
conditions;  in  such  proportion  as  inflation  appears,  the  ratio 
must  be  increased,  in  order  to  guard  against  the  greater 
possibility  of  shrinkage  which  exists. 

In  general,  it  may  be  stated  that  a  low  current  ratio  reflects 
overtrading  in  the  case  of  the  merchant,  over  heavy  invest- 
ment in  fixed  assets  by  a  manufacturer,  or  else,  in  either  case, 
business  adversity,  such  as  experienced  in  1920-1921  with 
large  shrinkage  in  inventory  values.  It  may  be  observed  that 
the  entire  current  ratio  analysis  is  but  an  analysis  of  working 
capital  position. 

The  current  position  may  also  be  determined  by  means  of 
the  so-called  "acid  test."  It  eliminates  merchandise — ^which 
is  two  steps  removed  from  cash  and  subject  to  price  decliae — 
from  the  current  assets ;  and  compares  the  total  of  the  other 
current  assets — cash,  receivables  and  properly  valued  mar- 
ketable securities — ^with  the  current  liabilities.  In  view  of 
the  importance  of  the  inventory  item  in  the  statement  of  the 
average  concern,  the  test  cannot  be  expected  to  yield  ordi- 
narily a  two  to  one  figure,  and  many  credit  men  look  for  one 
to  one  instead. 

Credit  men  at  times  go  even  further  and  consider  the  cash 
position,  as  evidenced  by  the  relation  between  cash  and  cur- 
rent liabilities.  It  has  been  suggested  that  cash  should  equal 
from  10  to  20  per  cent  of  current  liabilities,  and  from  5  to 
10  per  cent  of  current  assets,  but  this  rule  should  not  be  too 
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broadly  applied.  Each  concern  must  strike  a  happy  medium 
between  a  disproportionately  large  cash  item  and  a  very 
small  one.  Too  large  a  cash  item  indicates  loose  business 
methods  and  capital  not  properly  employed ;  and  a  very  small 
cash  item  involves  the  danger  of  inability  to  meet  maturing 
obligations  and  of  inability,  because  of  small  bank  balances, 
to  obtain  further  bank  loans.  What  this  medium  is,  depends 
upon  the  peculiar  circumstances  of  the  concern,  particularly 
upon  the  nature  of  the  business,  and,  to  a  lesser  extent,  upon 
the  general  business  situation.  Cash  may  be  reduced  when 
business  conditions  are  favorable,  and  may  be  increased  in 
advance  of  a  depression,  but  in  any  event  it  should  be  suffi- 
cient to  meet  maturing  obligations. 

Testing  Seceivables 

The  accounts  and  notes  receivable  arising  from  merchandise 
transactions  are  best  tested  by  comparing  their  total  amount 
with  the  net  sales  during  the  year.  The  comparison  shows 
the  proportion  of  annual  sales  which  are  unliquidated  at  the 
statement  date;  the  result  multiplied  by  360,  translates  the 
figure  into  number  of  days'  business  outstanding.  Thus,  the 
fact  that  receivables  are  one-twelfth  the  net  sales  means  that 
thirty  days'  business  is  on  the  books.  Inverted,  the  propor- 
tion shows  the  turnover  of  receivables ;  in  the  case  just  men- 
tioned, twelve  times  per  annum.  In  any  event,  the  com- 
parison shows  the  rate  at  which  collections  follow  sales.  It 
records  the  ability  of  the  concern  to  enforce  collections,  and 
shows  whether  the  terms  of  sale  quoted  are  being  lived  up 
to ;  it  affords  evidence  of  the  business  methods  of  the  concern 
as  well  as  of  the  quality  of  its  receivables. 

In  general,  a  small  proportion  of  receivables  is  advan- 
tageous. The  smaller  the  figure,  the  smaller  the  risk  from  bad 
debts,  and  the  smaller  the  expense  of  carrying  the  receivables. 
Conversely,  the  fresher  the  receivables,  the  greater  the 
liquidity  of  the  concern.  A  record  of  quick  collections  may 
help  to  offset  a  low  current  ratio,  and  vice  versa.  But  it  must 
be  remembered  that  too  small  a  proportion  of  receivables  in 
almost  all  cases  is  achieved  at  the  expense  of  sales  volume,  by 
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cutting  off  otherwise  desirable  business.^  Too  conservative  a 
policy  in  this  respect  is  undesirable,  albeit  less  subject  to 
criticism  than  one  that  is  too  liberal. 

"What  the  proper  relation  should  be,  depends  upon  the 
terms  of  sale  offered  by  the  concern  to  its  customers,  upon 
the  terms  customary  in  its  territory  for  its  line  of  business, 
and  upon  business  conditions  at  the  time  the  statement  is 
made.  Where  sales  are  fairly  constant  from  month  to  month 
and  terms  of  sale  are  net  thirty  days,  outstandings  should 
equal  one-twelfth  the  annual  sales.  Sales  in  any  given  month 
should  be  collected  during  the  succeeding  month;  in  other 
words,  collections  of  any  given  month  should  equal  the  sales 
of  the  preceding  month.  A  smaller  proportion  than  one- 
twelfth  would  show  that  bills  were  anticipated  or  discounted. 
But  in  seasonal  lines  the  statement  in  general  is  made  at  a 
time  when  debt,  inventory,  and  receivables  are  apt  to  be  at 
their  lowest  point.  In  such  cases,  the  statement  indicates  to 
what  extent  receivables  have  been  collected  at  the  close  of  the 
season  or  fiscal  year.  The  result  can  be  compared  with  the 
normal  carryover  anticipated  in  the  industry  (e.g.,  15  per  cent 
for  men's  clothing). 

If  collections  appear  to  lag  far  behind  sales,  the  reason 
should  be  ascertained.  It  may  be  a  favorable  sign  if  sales  are 
expanding  and  collections  have  not  yet  caught  up.  It  is  much 
more  likely,  however,  to  be  an  unfavorable  indication.  The 
credit  department  may  have  overextended  credit  and  allowed 
customers  to  overcommit  themselves ;  it  may  have  taken  on  a 
poorer  class  of  customers,  unable  to  pay  their  bills  promptly; 
it  may  merely  have  been  lax  in  enforcing  collections;  or 
external  conditions  in  the  line  or  territory  may  have  become 
adverse,  money  may  be  difficult  to  obtain  and  people  in 
general  may  be  experiencing  difficulty  in  meeting  their  obli- 
gations promptly. 

3  Exceptions  are  found  where  the  concern  has  a  monopoly  (e.g.,  the 
manufacture  of  a  well-known  trade-marked  product  which  buyers  must 
have)  and  where  the  concern  offers  a  higher  cash  discount  than  is 
usual  in  its  line  in  order  to  stimulate  discounting  of  bills  by  its 
customers. 
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Testing  Merchandise 

Inventory  is  also  tested  by  comparison  with  sales.  The  re- 
sult reflects  the  merchandise  turnover.  While  properly  com- 
puted by  taMng  the  cost  of  goods  sold  during  the  year,  in 
actual  practice  it  is  calculated  from  the  annual  net  sales  and 
the  inventory— taken  at  cost  or  market,  whichever  is  lower- 
on  the  statement  date.  How  representative  it  is  of  the  actual 
merchandise  turnover,  depends  also  upon  how  nearly  the  in- 
ventory on  the  statement  date  approximates  the  average  mer- 
chandise kept  on  hand  throughout  the  year.* 

The  smaller  the  inventory  on  the  statement  date,  the  fresher 
and  more  salable  the  merchandise  then  on  hand,  and,  in  a 
general  way,  the  greater  the  profit-making  power  of  the 
business.  The  hand  to  mouth  buying  policies  pursued  since 
the  post-war  reaction  have  emphasized  the  fact  that  the  faster 
goods  can  be  moved,  the  greater  the  profit  on  the  capital  in- 
vested. Granted  the  same  "markup"  or  gross  profit,  it  is 
more  profitable  to  turn  a  $10,000  stock  of  goods  ten  times  a 
year,  than  to  turn  a  $20,000  stock  five  times,  since  the  busi- 
ness can  be  carried  on  with  half  as  much  capital  in  the  first 
case  as  in  the  second.  A  relatively  rapid  turnover  indicates 
efficient  merchandising  and  reflects  favorably  upon  the  man- 
agement. Where  it  is  present,  or  a  trend  is  evident  in  that 
direction  from  previous  statements,  less  emphasis  need  be 
placed  on  a  high  current  ratio.  Yet  too  rapid  a  turnover, 
especially  if  the  concern  is  removed  from  its  source  of  sup- 
plies, might  cause  a  problem  if  difficulties  in  transportation 
prevented  a  steady  flow  of  raw  materials  to  a  manufacturer 
or  goods  to  a  merchant.  On  the  other  hand,  too  large  an 
inventory  indicates  overstocking,  perhaps  in  anticipation  of 
price  advances,  or  else  poor  merchandising  ability,  careless 
buying,  or  unbalanced  inventory,  perhaps  coupled  with  ad- 
verse local  or  general  conditions.     The  same  holds  true  of 

*  Turnover  is  actually  ascertained  either  by  dividing  total  sales  at 
selling  price  by  average  inventory  at  selling  price,  or  else  by  dividing 
total  sales  at  cost  by  average  inventory  priced  at  cost.  The  sales 
at  cost  may  be  procured  by  adding  the  merchandise  inventory  at  the 
opening  of  the  fiscal  period  to  the  purchases  during  the  period,  or  cost 
of  goods  manufactured  therein,  and  deducting  the  merchandise  on  hand 
at  the  close  of  the  period  from  the  sum. 


316  CREDIT  AND  ITS  USES 

merchandise  commitments  or  orders  for  future  delivery,  so 
extensively  indulged  in  in  1920-1921,  as  distinct  from  actual 
merchandise  on  hand. 

The  proper  rate  of  turnover  depends  upon  the  concern's 
line  of  business  and  location,  as  well  as  upon  general  business 
conditions.  Despite  the  general  advantages  of  a  small  inven- 
tory, a  liberal  inventory  affords  some  protection  against  rising 
prices,  as  does  a  subnormal  one  against  falling  prices.  Again, 
wholesale  grocers  and  meat  packers  naturally  turn  their  goods 
over  more  rapidly  than  do  ship  builders,  jewelers,  or  furni- 
ture manufacturers.  Each  industry  has  a  certain  norm  or 
standard,  although  departure  from  it  may  be  frequent.  How- 
ever, the  rate  at  which  merchandise  is  moving  affords  a  good 
indication  of  general  business  conditions. 

Comparison  of  receivables  and  merchandise  may  be  useful 
at  times  to  show  further  the  composition  of  the  current  assets. 
Receivables  include  the  profit  realized  by  the  business,  and,  if 
present  in  increased  amount,  should  in  general  be  accom- 
panied by  a  rising  current  ratio.  Yet  receivables  are  often 
regarded  more  highly  than  merchandise,  since  they  are  one 
step  nearer  actual  cash.^  Greater  increase  in  receivables  than 
in  merchandise  may  be  due  to  lax  collections  or  too  liberal 
credit,  but  greater  increase  in  merchandise  than  in  receiv- 
ables may  show  overbuying  or  overproduction.  Again,  in  a 
time  of  rising  prices,  a  relatively  greater  amount  of  merchan- 
dise may  be  desirable  but  when  prices  fall  the  reverse  is  true. 

Sources  of  Capital 

Capital  invested  in  a  concern  comes  from  two  sources;  the 
owners  of  the  business,  and  the  creditors  of  the  enterprise. 
As  is  well  known,  the  efficiently  managed  concern  profits  by 
"trading  on  the  equity"  of  the  owners  of  the  business,  which 
serves  as  a  guarantee  of  the  credit  obtained.  Every  dollar 
it  borrows  yields  more  than  its  cost  to  the  concern,  though 
often  this  margin  of  profit  decreases  with  each  successive 
dollar  borrowed.    But  long  before  such  borrowing  would  be- 

s  Again,  adoption  of  a  more  liberal  credit  policy,  accompanied  by 
a  wider  margin  of  profit,  would  increase  receivables,  but  might  be  an 
indication  of  strength. 
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come  unprofitable,  the  concern  ceases  to  borrow  additional 
sums.  It  believes  it  unsafe  to  do  so,  for  the  reasons  noted 
below.  The  credit  man  scans  carefully  the  capital  structure 
of  a  risk,  and  compares  the  debt  with  the  net  worth,  to  see 
this  proportion  of  own  to  borrowed  funds,  or,  otherwise 
stated,  "between  the  money  interest  of  creditors  and  stock- 
holders." 

What  the  desirable  amount  of  debt  should  be,  depends  upon 
the  industry  in  question.  Eailroads  and  public  utilities  have 
large  property  values  to  offer  as  security  for  long  term  debt, 
while  they  are  free  from  too  violent  fluctuations  in  earning 
power,  hence  able  year  after  year  to  cover  the  cost  of  carrying 
the  borrowed  funds.  For  other  classes  of  concerns,  the  gen- 
erally accepted  rule  is  that  debt  should  not  exceed  the  net 
worth.  Creditors  should  not  be  virtual  partners  in  the  busi- 
ness. Only  in  certain  lines  where  extenuating  circumstances 
exist  may  the  debt  at  certain  seasons  of  the  year  be  out  of 
proportion  to  the  net  worth  without  causing  anxiety.  A  large 
debt,  it  may  be  added,  generally  implies  backward  business, 
since  the  statement  is  ordinarily  made  at  a  time  when  debt 
should  be  at  a  low  point.  Moreover,  expenses  are  usually 
relatively  higher  for  a  concern  with  insufficient  capital,  for  it 
must  perhaps  forego  discounts  and  pay  higher  prices  because 
it  buys  in  smaller  lots.  As  the  debt  increases,  too,  the  concern 
is  apt  to  become  more  dependent  upon  its  creditors  for  work- 
ing capital  and  more  susceptible  to  the  stress  and  pressure  of 
a  crisis. 

In  such  an  analysis,  considerable  emphasis  should  be  placed 
upon  the  trend  shown.  Eeinvestment  of  earnings,  instead  of 
paying  them  out,  is  obviously  desirable,  so  that  the  growth  of 
surplus  in  relation  to  net  worth  should  be  watched.  And  the 
extent  to  which  debt  is  current  instead  of  fixed  is  also  im- 
portant, hence  the  relation  between  the  two  should  not  be 
ignored.  Net  worth  may  be  compared  directly  with  the  cur- 
rent debt.  A  relatively  large  current  debt  is  unwieldy.  It  is 
especially  dangerous  if  accompanied  by  large  plant  invest- 
ment which  shows  considerable  expansion  between  successive 
statements.    It  will  be  accompanied  by  a  low  current  ratio, 
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which  can  only  be  understood  in  the  light  of  the  debt  and 
plant  investment  policies  of  the  concern. 

Since  about  1921,  American  concerns  have  shown  consider- 
able increase  in  the  proportion  of  own  to  borrowed  capital. 
This  may  reflect  changes  in  merchandising  policies,  such  as  a 
more  conservative  buying  policy,  smaller  inventories  being 
made  possible  by  improved  transportation  facilities.  It  may 
also  be  a  result  of  the  serious  embarrassment  which  the  former 
policy  occasioned  during  the  crisis  of  1920,  with  its  subse- 
quent depression.  In  any  event,  many  larger  concerns,  in 
particular,  indicate  little  recourse  to  current  financing. 

Incidentally,  the  accounts  payable  may  be  compared  with 
the  merchandise  item.  If  they  represent  a  considerable  ratio, 
it  is  obvious  that  the  concern  is  not  discounting  its  bills.  If 
accounts  payable  are  larger  than  merchandise,  this  may  indi- 
cate that  some  of  the  accounts  are  past  due  and  suggest  a 
shortage  of  working  capital. 

Use  of  Capital 

Effective  business  management  demands  that  the  safest  and 
most  productive  uses  of  funds  be  selected  and  that  these  uses 
be  combined  in  such  proportions  as  to  yield  maximum  return 
at  minimum  cost.  The  composition  of  the  current  assets  has 
already  been  noted,  and  it  has  been  seen  that  receivables  and 
merchandise  should  bear  such  a  relation  to  each  other  as  to 
effect  a  ready  flow  of  goods  and  a  prompt  collection  of  bills; 
neither  should  lag  behind.  Here  we  are  concerned  rather 
with  the  proportion  of  the  total  capital  put  into  plant;  that 
is,  into  fixed  assets  less  intangibles. 

The  source  whence  the  funds  for  plant  investment  are  de- 
rived is  also  important;  so  much  so,  in  fact,  that  comparison 
is  made  directly  of  plant  to  net  worth.  Plant  should  prefer- 
ably be  considered  after  reserve  for  depreciation  is  deducted. 
The  owners  should  properly  furnish,  or  obtain  by  long  term 
borrowing,*  the  capital  required  permanently  in  the  business 

6  Therefore,  at  times  net  worth  plus  funded  debt  may  be  considered 
in  relation  to  fixed  assets,  or  even  funded  debt  alone.  If  the  fixed 
assets  are  heavily  mortgaged,  stockholders  alone  can  be  relied  on  for 
additional  capital. 
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— all  that  is  needed  for  the  plant  and,  in  addition,  a  consider- 
able part  of  the  working  capital.  Where  so  situated,  the 
concern  is  in  a  good  position  to  obtain  additional  current  funds 
as  required.  In  the  last  twenty  years,  some  concerns  have 
begun  to  borrow  more  or  less  continuously  from  their  banks, 
but  the  outstanding  exception  to  the  rule  is  in  the  case  of  rail- 
roads and  public  utilities,  which  have  a  heavy  bonded  debt. 

The  trend  of  plant  investment  must  be  closely  watched. 
The  net  worth  of  a  concern  may  show  a  large  increase  from 
year  to  year  as  a  result  of  profitable  business.  What  is  done 
with  these  profits,  however,  is  of  great  importance.  If  the 
entire  increase  is  turned  back  into  buildings  and  equipment, 
quick  assets  are  being  converted  into  fixed  capital.  There  is 
danger  also  that  the  profits  which  went  into  plant  expansion 
may  have  been  only  apparent  or  book  profits  arising  through 
increasing  prices  of  raw  material  and  not  actual  profits  real- 
ized from  the  sale  of  manufactured  goods.  Too  rapid  ex- 
pansion of  plant  is  most  likely  to  occur  in  a  period  of  rising 
prices  and,  unless  checked,  to  lead  at  a  later  date  to  idle 
capital  and  increased  overhead  expense.  Many  concerns  made 
this  mistake  during  the  boom  that  accompanied  the  World 
War.  On  the  other  hand,  plants  may  remain  constant  or  even 
increase  in  the  face  of  a  declining  net  worth,  signifying  that 
the  concern  is  operating  at  a  loss  and  hence  suggesting  careful 
inquiry. 

A  supplementary  test  of  plant  and  plant  expansion  is 
afforded  by  comparing  it  to  sales.  Of  importance  only  where 
fixed  assets  are  substantial,  it  indicates  in  some  degree 
whether  the  business  utilizes  the  plant  capacity,  hence 
whether  plant  is  contributing  its  proper  earning  power  to  the 
concern.  Generally  speaking,  the  greater  the  sales  per  dollar 
of  plant  investment,  the  better,  since  it  is  desirable  to  use 
plant  to  the  limit  of  physical  capacity.  But  the  exact  relation 
varies  greatly  with  each  industry  and  section,  and  with  gen- 
eral business  conditions.  Over  a  series  of  years,  plant  in- 
vestment, to  justify  itself,  should  bring  with  it  at  least  a 
corresponding  growth  in  sales  and  profits.  But  due  allowance 
must  be  made  for  changes  in  prices  of  goods  sold,  which 
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changes  are  unaccompanied  by  any  changes  in  the  value  of 
the  plant.  The  relation  of  the  physical  output  of  goods  to  the 
physical  plant  is  the  really  significant  factor. 

Productivity  of  Capital 

The  credit  man  also  wants  to  know  the  profit-making 
capacity  of  the  business.  He  must  judge  the  ability  of  the 
management  in  the  light  of  the  previous  record  of  the  busi- 
ness, as  modified  by  the  outlook  for  the  industry  in  question 
and  for  business  in  general.''  It  is  summed  up  in  the  relation 
between  net  profits  and  net  worth  and  the  trend  in  that  rela- 
tionship. The  exact  figure  depends  to  a  certain  extent  upon 
factors  over  which  the  management  has  no  control,  and  for 
which  the  analyst  must  make  allowance.  A  higher  rate  is 
normally  expected  in  highly  speculative  industries.  Again, 
some  lines,  such  as  steel  manufacture,  are  vitally  affected 
by  business  conditions,  but  others  are  relatively  stable  in  their 
earning  power;  while,  in  general,  greater  profits  are  expected 
in  a  period  of  expansion  and  rising  prices  than  in  one  of 
reaction  and  falling  prices.  Again,  the  figure  varies  with  the 
age  of  the  concern  and  the  field  it  serves.  A  young  aggres- 
sive concern  is  capable  of  great  expansion,  but  an  old,  well- 
established  one  serving  a  limited  territory  can  show  but  slow 
growth.  The  figure  depends  upon  the  capital  structure  of 
the  concern  in  question.  A  corporation  with  bonded  debt 
and  preferred  stock  outstanding,  as  well  as  common  stock, 
will  naturally  show  a  larger  return  on  its  common  stock  than 
one  which  employs  the  same  amount  of  funds,  represented 
entirely  by  common  stock.  Some  analysts  therefore  prefer 
to  compare  the  operating  profits  with  the  total  capital  invest- 
ment, or  total  capital  employed,  or  net  tangible  assets. 

Adequacy  of  profits  depends  upon  two  factors :  an  adequate 
volume  of  business  and  an  adequate  profit  per  unit  of  sales. 
The  former  shows  merchandising  ability,  the  latter  manufac- 
turing or  organizing  ability.  The  relation  between  net  sales 
and  net  worth,  or  capital  turnover,  shows,  in  a  sense,  the 

7  Any  exceptional  circumstances  must  also  be  considered,  such  as, 
in  1920,  heavy  stocking  up  with  high-priced  inventory  and  commit- 
ments on  which  losses  would  have  to  be  written  off. 


STATEMENT  ANALYSIS  321 

vitality  of  the  business,  and  reflects  also  efficiency  of  the 
financial  management.  The  exact  relation  varies  with  the 
industry  in  question,  with  the  size  of  the  business  unit,  and 
with  general  business  conditions.  Only  a  relatively  small 
volume  of  business  may  be  done  with  a  given  capital  invest- 
ment in  lines  where  the  fixed  investment  is  heavy,  in  seasonal 
lines  where  the  manufacturer  produces  or  the  wholesaler 
stocks  up  far  in  advance  of  the  season,  and  in  lines  where 
terms  of  sale  are  long  and  the  buyer  must  be  carried  for  a 
considerable  period  of  time. 

A  concern  may  do  too  much  or  too  little  business  in  pro- 
portion to  the  funds  invested  in  it,  just  as  it  may  borrow  too 
much  or  too  little.  The  more  business  it  does,  the  greater  the 
profit  it  makes.  But  here  again  the  factor  of  safety  inter- 
venes. The  concern  which  is  too  ambitious  may  find  itself 
overextended,  and,  being  forced  to  borrow  heavily,  it  may 
become  involved  if  its  sales  fall  off.  Beyond  a  certain  point, 
it  implies  undercapitalization  and  resort  to  current  borrowing 
to  finance  the  excessive  volume  of  business  represented  both 
by  inventory  and  by  receivables.  Therefore  there  is  too  large 
a  debt  in  relation  to  net  worth,  and  the  current  ratio  is  low.* 
On  the  other  hand,  a  small  volume  of  business  may  be  insuffi- 
cient to  afford  a  reasonable  return  on  the  invested  capital.  It 
may  result  from  an  incompetent  sales  organization  or  an 
inferior  product.  An  old  concern,  suffering  from  ' '  dry  rot, ' ' 
may  also  be  in  this  class.  The  trend  is  thus  of  much  im- 
portance, to  indicate  healthy  growth,  or  to  indicate  danger, 
whether  from  overambition  or  from  "going  to  seed." 

The  business  must  be  proficient  in  both  production  and 
selling.  Its  productive  ability  is  shown  by  the  relation  of  net 
profit  to  sales.  Some  analysts,  instead,  consider  the  operating 
ratio  of  operating  expenses  to  net  sales.  The  analyst  must 
determine  that  the  concern  can  produce  at  reasonably  low 
cost,  hence  is  able  to  meet  market  competition.    He  must  also 

8  If,  however,  more  rapid  inventory  and  receivables  turnover  is 
achieved,  avoiding  recourse  to  increased  borrowing,  the  abnormal 
velocity  carries  with  it  the  danger  that  the  concern,  relying  upon  a 
narrow  profit  margin  and  short  terms  in  both  selling  and  buying, 
may  not  be  able  to  slow  up. 
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see  that  the  producer  keeps  adequate  cost  finding  records. 
The  profit  margins  naturally  vary  greatly,  according  to  the 
industry  in  question;  the  smaller  the  volume  of  sales,  the 
larger  the  profit  per  unit.  Contrast,  for  example,  meat  pack- 
ing with  jewelry.  The  margin  of  profit  also  varies  with 
general  business  conditions;  and  the  profit  must  not  be  tied 
up  in  inflated  inventories,  subject  to  later  price  decline. 
Decline  in  profits  in  relation  to  sales  may  reflect  contraction 
of  sales  without  decline  in  administrative  expense,  or  main- 
tenance of  sales  volume  by  cutting  prices.  Further  detailed 
analysis  of  expenses  may  be  made  in  special  cases,  e.g.,  of 
selling  expense,  officers'  salaries,  or  rent  in  relation  to  sales. 
A  further  comparison,  more  useful  in  investment  than  in 
commercial  credit,  is  between  net  income  and  fixed  charges. 
It  links  together  earning  power  and  capital  structure  or 
sources  of  funds. 

Batio  Analysis 

The  previous  discussion  has  pointed  out  the  basic  compari- 
sons usually  made  by  credit  men  in  their  analysis  of  a  finan- 
cial statement.  Instead  of  the  informal  method  there 
mentioned,  sometimes  called  the  bulk  method,  certain  credit 
men  and  others  have  advocated  formal  computation  of  ratios. 
A  more  scientific  analytic  process  is  sought  thereby,  inasmuch 
as  the  ratios  for  the  individual  statements  may  be  compared 
with  standard  ratios. 

Although  ratios  are  said  to  have  been  used  in  England  in 
1864,  a  pioneer  in  this  work  in  the  United  States  is  Alexander 
Wall,  formerly  credit  manager  of  the  National  Bank  of  Com- 
merce in  Detroit,  and  now  Secretary-treasurer  of  the  Robert 
Morris  Associates.  His  initial  study,  "Credit  Barometrics," 
appeared  in  the  March  1,  1919,  issue  of  the  Federal  Reserve 
Bulletin,  and  he  has  carried  forward  his  work  in  three  books, 
The  Banker's  Credit  Manual,  1919;  revised  edition,  1924; 
Analytical  Credits,  1921;  and  (with  R.  W.  Duning),  Batio 
Analysis  of  Financial  Statements,  1928.  Further  elaboration 
of  the  principles,  as  well  as  concrete  computations  from 
groups  of  statements,  appear  from  time  to  time  in  the  monthly 


STATEMENT  ANALYSIS  323 

Bulletm  of  the  Associates  and  in  special  publications  issued 
by  them.'  "While  most  credit  men  do  not  employ  formal  ratio 
analysis,  the  discussion  which  has  resulted  has  made  for  more 
thoroughgoing  and  intelligent  analysis  of  the  financial  state- 
ment. 

In  his  studies,  Mr.  Wall  uses  most  of  the  comparisons  con- 
sidered in  the  foregoing  pages,  although  he  inverts  some  of 
them.  His  list  of  eight  ratios,  involving  eight  different  items, 
is  as  foUows: 

Static  :  Dynamic  : 

Current  ratio  Sales  to  receivables 

Merchandise  to  receivables  Sales  to  merchandise 

Net  ■worth  to  fixed  assets  Sales  to  fixed  assets 

Net  worth  to  debt  Sales  to  net  worth 

The  dynamic  ratios,  it  will  be  noticed,  all  involve  the  item  of 
sales,  hence  turnover,  whUe  the  static  ratios  do  not,  and  are 
entirely  balance  sheet  ratios.  The  reason  for  expressing  the 
comparisons  in  the  form  shown  is  one  of  convenience.  Within 
reasonable  limits,  an  increase  in  any  one  of  the  ratios  gen- 
erally represents  a  desirable  change,  whereas  a  decrease 
generally  represents  the  opposite.  An  examination  of  the 
change  enables  the  analyst  to  decide  at  once  whether  im- 
provement or  retrogression  is  shown.  In  the  interest  of  speed 
and  efficiency,  the  calculation  should  preferably  be  made  by 
machine,  slide  rule  or  logarithmic  tables. 

The  ratios  for  the  individual  company  are  measured 
against  standard  ratios.  In  order  to  arrive  at  standards  of 
comparison,  Mr.  Wall  makes  use  of  one  of  the  principal  facts 
upon  which  all  statistics  are  based,  namely,  that  by  drawing 
data  from  a  sufficiently  broad  base  and  combining  them,  it  is 
possible  to  obtain  figures  which  are  fairly  representative.  The 
thought  may,  of  course,  be  used  in  credit  analysis  as  well  as 
in  other  fields.  Thus,  from  a  large  group  of  statements  which 
are  strictly  comparable,  he  computes  his  representative  or 
type  figure,  e.g.,  for  the  current  ratio.  It  is  determined  by 
an  average  of  three  figures :  the  arithmetical  figure  from  the 

9  Also  studies  on  a  few  occasions  by  banking  institutions,  such  as  by 
the  Federal  Eeserve  Banks  of  Eichmond  and  St.  Louis  some  years  ago. 
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mass  statement  (total  aggregate  dollar  value  for  all  concerns 
included) ;  the  median  or  mid  point;  and  the  modal  figure 
(representing  an  arithmetic  average  of  current  ratios  for  all 
iaUing  within  the  modal  or  most  frequent  group).  Similarly 
for  each  of  the  other  ratios.^" 

For  each  industry,  and,  where  necessary,  for  each  section,  a 
type  figure  is  derived  for  each  of  the  eight  ratios.  Obviously, 
the  millinery  manufacturer  or  jobber  is  in  a  totally  different 
situation  from  the  food  packer.  The  business  of  the  former  is 
highly  seasonal,  and  his  sales,  merchandise,  and  receivables 
fluctuate  greatly.  His  stock  is  subject  to  heavy  depreciation 
if  style  changes  occur.  The  reverse  is  usually  true  of  the 
packer.  In  the  same  way,  a  concern  in  New  England  cannot 
be  compared  satisfactorily  with  one  on  the  Pacific  Coast,  even 
in  the  same  line  of  business,  nor  can  the  problems  of  a  whole- 
saler be  compared  to  those  of  a  retailer.  Again,  in  some  cases 
concerns  must  be  separated  according  to  size,  since  significant 
differences  appear  between  the  larger  and  the  smaller  units. 
Over  a  period  of  years,  the  norms  themselves  vary  with 
changes  in  general  business  conditions,  so  that  ratios  change 
from  year  to  year.  Finally,  in  computing  the  ratios,  all  the 
statements  in  any  one  group  should  be  taken  for  approxi- 
mately the  same  date,  otherwise  seasonal  influences  enter.  It 
would  obviously  be  misleading  to  combine  the  figures  for  one 
concern,  taken  at  the  peak  of  the  season,  with  those  for  an- 
other, taken  at  the  close  of  the  season,  when  inventory,  re- 
ceivables, and  debt  tend  to  be  at  opposite  extremes  for  the 
two  companies. 

Financial  Standards 

More  recently,  accountants  and  financial  executives  have 
interested  themselves  in  credit  barometrics  or  type  ratios  or, 
as  they  apparently  prefer  to  call  them,  financial  standards. 
Difficulty  is  experienced  in  developing  standards,  however, 
unless  a  trade  association  or  government  body  collects  the 

_  10  For  a  detailed  discussion  of  the  mechanical  technic  of  computa- 
tion see  A.  Wall  and  R.  W.  Duning,  Ratio  Analysis  of  Financial  State- 
ments  (New  York,  1928),  Chap.  XI. 
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data,  and  the  number  of  financially  sound  contributors  is 
large. 

The  work  has  gone  forward  in  several  directions.  Some 
executives  have  worked  with  published  corporation  reports.^^ 
Some  accountants  compute  various  ratios  on  the  statements 
which  they  furnish  their  clients,  and  a  few,  who  have  a  wide 
clientele  in  certain  industries,  calculate  certain  ratios  from 
the  composite  experience  of  these  clients  as  shown  by  their 
statements.  Somewhat  similar  are  the  annual  studies  by  the 
National  Credit  Office  for  commercial  paper  names.  In  addi- 
tion, studies  have  been  made  by  various  bureaus  of  business 
research  of  the  trends  in  individual  industries,  as  shown  by 
financial  statements  submitted  by  cooperating  concerns ;  ^^ 
and  occasional  studies  by  governmental  organizations  have 
also  been  made.^^  The  data  published  by  the  Census  and  the 
Commissioner  of  Internal  Revenue  provide  useful  comparative 
checks  for  the  analyst. 

In  this  process,  various  ratios  have  been  added  to  those 
suggested  by  Mr.  "Wall,  but  no  general  agreement  exists  as  to 
the  relative  importance  of  such  additional  ratios,  and  the 
entire  work  is  still  in  a  developmental  stage.  They  are  all 
expressed,  however,  in  terms  of  dollars  and  cents.  Since  com- 
parison in  terms  of  physical  units  is  often  advantageous,  espe- 
cially at  a  time  of  rapid  price  change,  another  type  of  analysis 
has  arisen.  A  study  of  cotton  mill  data,  for  example,  takes  the 
leading  items  per  spindle.  Plant  investment,  total  capital 
investment,  sales,  working  capital,  and  current  debt  for  each 
spindle  are  calculated,  as  are  the  number  of  spindles  for  each 
employee.  Such  a  basis  of  comparison,  in  part,  at  least,  is 
commonly  used  in  certain  branches  of  the  textile  industry, 
and  similar  units  might  be  employed  in  other  industries, 
where  plant  and  equipment  are  so  standardized  as  to  give  a 
valid  basis  of  comparison. 

Somewhat  similar  to  ratio  analysis  is  the  process  involved  in 
rating  corporate  securities,   as  now  undertaken  by  several 

11  Typical  of  this  approach  is  J.  H.  Bliss,  Financial  amd  Operating 
Ratios  in  Management   (New  York,  1923). 

12  Notably  at  Harvard  and  Northwestern  universities. 

13  E.g.,  the  Federal  Trade  Commission. 
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organizations,  for  the  benefit  of  investors  and  investment 
banking  interests.  The  additional  factor  of  the  form  of  se- 
curity is,  of  course,  present,  but  rating  a  debenture  bond,  the 
holder  of  which  is  in  a  position  similar  to  that  of  an  unse- 
cured creditor,  presents  a  task  similar  to  that  of  the  credit 
man.  It,  however,  carries  the  analysis  one  step  further  than 
pure  ratio  analysis,  since  it  uses  one  composite  symbol  to 
summarize  the  result  of  the  analysis,  instead  of  a  set  of 
symbols  or  figures  applying  to  different  features.  A  parallel 
is  found  in  credit  circles  ia  the  interpretative  index  described 
in  the  following  section." 

An  Interpretative  Index 

In  addition  to  formal  computations  of  type  ratios  or  finan- 
cial standards,  with  which,  after  due  allowance  for  special 
conditions  surrounding  the  particular  risk  under  analysis, 
ratios  computed  from  an  individual  statement  may  be  com- 
pared, some  efforts  have  been  made  in  applying  other  statis- 
tical devices  to  statement  analysis.  They  are  not,  of  course, 
employed  by  credit  men  in  their  actual  day-to-day  work  to 
any  great  extent,  but  they  may,  nevertheless,  afford  addi- 
tional clews  and  suggest  special  points  which  the  credit  man 
should  consider  in  the  analysis. 

A  leading  reason  why  the  current  ratio  has  been  and  is  so 
widely  used  in  credit  studies  is  that  it  furnishes  a  single 
representative  figure  fairly  indicative  of  the  current  position 
of  the  concern,  which  is  readily  understood,  readily  com- 
puted and  readily  compared  over  a  series  of  years ;  and  it  can 
likewise  be  readily  compared  with  statements  of  other  con- 
cerns. To  retain  its  simplicity,  yet  include  other  factors 
beside  the  current  position,  a  combined  figure  may  be  derived 
from  a  number  of  ratios.  The  Eobert  Morris  Associates  have 
done  considerable  experimentation  in  obtaining  a  single  com- 
bined figure  representative  of  Mr.  Wall's  ratios.     The  prin- 

14  Similar,  also,  are  the  thoughts  underlying  the  tests  prescribed  in 
most  mutual  savings  banks  states,  to  which  securities  purchased  by  such 
institutions  must  conform.  These  relate,  e.g.,  to  plan  of  capitalization 
(that  is,  relation  of  debt  to  worth),  gross  and  net  earnings,  and 
dividend  record,  as  well  as  to  nature  of  lien  of  the  bond  or  other 
obligation. 
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cipal  problem  arising  in  the  construction  of  a,  single  index 
figure  is  due  to  the  fact  that  the  different  ratios  have  dif- 
ferent degrees  of  importance.  Mr.  "Wall  has,  therefore, 
suggested  the  following  general  scale  of  weights  for  his  ratios : 

Belative  value 
or  weight 
Batio  {per  cent) 

Current  ratio  25 

Worth— fixed    15 

Worth— debt 25 

Sales — ^receivables  10 

Sales — merchandise    10 

Sales — fixed    10 

Sales — ^worth    5 

Total  value  op  ratios 100 

The  merchandise  to  receivables  ratio  is  omitted,  while  the 
scale  of  weights  can,  of  course,  be  changed  to  meet  special 
needs. 

In  actually  computing  the  index,  the  first  step  is  to  express 
each  of  the  seven  ratios  used  for  the  concern  as  a  percentage 
of  the  appropriate  standard  ratio.  However,  to  prevent  un- 
due emphasis  upon  any  one  ratio,  a  special  device  is  used  to 
limit  any  single  relationship  to  a  maximum  value  of  200  per 
cent.  This  is  accomplished  by  using  the  following  formula 
when  the  concern's  ratio  exceeds  the  standard  ratio: 


(standard  ratio      \ 
100 ) 
concern's  ratio      y 


Eelation  =  100+1   100 


When  the  reverse  is  true,  the  regular  formula  is  used : 

concern's  ratio 

Eelation  = X  100 

standard  ratio 

Having  ascertained  each  of  the  seven  proportions  or  relations, 
each  is  then  multiplied  by  its  appropriate  weight,  and  the 
resulting  values  are  added,  to  give  the  final  iudex  figure.    The 
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method  of  computation  will  be  clear  from  the  following  illus- 
tration, which  furthermore  shows  how  certain  unfavorable 
factors  may  be  more  or  less  counterbalanced  by  other  espe- 
cially favorable  ones  :^° 


Ratios 

Weights 

Base  or 
group 

Concern 

Relation 
(percent) 

Value 

Current  ratio    

Worth— fixed   

Worth— debt 

Sales — receivables  . .  . 
Sales — ^merchandise  . . 

Sales — fixed   

Sales — ^worth    

25 
15 
25 
10 
10 
10 
5 

187 

168 

74 

1,092 

681 
1,026 

726 

219 

105 

53 

2,131 

784 
1,054 

999 

115 
63 
71 
149 
113 
102 
128 

28.75 
9.45 
17.75 
14.90 
11.30 
10.20 
6.40 

Index 

98.75 

Common-size  and  "Where-Got,  Where-Gone"  Statements 

In  discussing  the  sources  from  which  capital  was  derived 
and  the  uses  to  which  that  capital  was  put,  consideration  was 
given  to  the  proportion  which  certain  asset  and  liability  items 
represented  as  against  the  total  assets  and  liabilities.  This 
may  be  done  more  systematically  and  a  so-called  100  per  cent 
or  common-size  statement  prepared.  It  gives  a  percentage 
distribution  of  assets  and  liabilities,  which  shows  the  relative 
importance,  at  that  statement  date,  of  each  item  and  group 
of  items  to  the  total. 

This  form  of  statement,  it  is  claimed,  avoids  mistaking  size 
for  strength  and  prevents  size  from  obliterating  a  sense  of 
proportion.  It  thus  provides  a  useful  supplement  to  analysis 
by  means  of  ratios,  whether  in  comparison  with  another  con- 
cern or  with  previous  statements  of  the  same  concern.  It 
makes  possible  a  better  judgment  of  the  relative  merits  of  the 
two  undertakings,  and  a  more  accurate  appraisal  of  changes  in 
condition.  Of  course,  it  must  be  borne  in  mind  that  an  item 
which  shows  an  absolute  increase  from  one  date  to  another 
may  nevertheless  show  a  relative  decline. 

The  individual  concern's  own  common-size  statement  may 
be  compared  with  the  common-size  statement  for  the  group. 

15  Compiled  from  Wall  and  Duning,  op.  cit.,  p.  208. 
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The  analysis  may  be  made  sharper  by  computing  the  actual 
amount  of  each  item,  such  as  cash,  receivables,  etc.,  which  a 
concern  having  the  same  total  assets  and  liabilities  as  the  one 
under  analysis  would  have  if  it  conformed  to  the  group  state- 
ment. These  computed  figures  may  then  be  compared  with 
the  actual  figures  in  the  statement  under  analysis,  and  the 
amount  by  which  each  item  is  higher  or  deficient  may  further 
be  calculated. 

Another  method  of  analysis  traces  exact  additions  to,  or  de- 
ductions from,  the  individual  items  from  one  statement  to  an- 
other.   The  decreases  in  certain  asset  items  and  increases  in 


Actual   figures 
(000  omitted) 

Common-size 

Where 
got 

Where 

Item 

First 
year 

Second 
year 

First 
year 

Second 
year 

gone 

Cash 

$2,166 

6,944 

18,866 

931 

$2,813 

7,916 

10,078 

122 

5.05 
16.17 
43.94 

2.16 

7.35 
20.67 
26.31 

0.32 

8,789 
809 

157 

7 
834 

647 
972 

Receivables 

Inventory   

Listed  securities   .... 

Current  assets 

28,908 

20,928 

67.32 

54.65 

Plant  and  equipment. 
Miscellaneous   

11,726 
2,307 

11,569 
5,800 

32.68 

45.35 

3,493 

ToTAi  Assets 

42,940 

38,297 

100.00 

100.00 

Payables    

11,914 

1,113 

142 

9,204 
'i49 

27.75 
2.59 
0.33 

24.03 
0.39 

2,710 
1,113 

Taxes              

Miscellaneous 

Current   liabilities . 

13,169 

9,353 

30.67 

24.42 

Funded  debt 

Reserves        

14,959 
14,8i3 

14,901 

834 

13,209 

34.84 
34.49 

38.91 

2.18 

34.49 

100.00 

57 

1,604 

TOTAI,  LIABZLITIES .  . 

$42,940 

$38,197 

100.00 

10,596 

10,596 

certain  liability  items  represent  the  funds  obtained  or  used  to 
increase  other  asset  items  or  decrease  other  liability  items. 
The  aggregate  changes  in  assets  and  in  liabilities  of  course 
correspond.     The  "where-got,  where-gone"  statement  shows 
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just  what  happened  to  the  individual  items,  although  the 
significance  of  the  changes  may  require  considerable  analysis. 
For  illustrative  purposes,  a  concern's  statement  is  set  up 
on  p.  329.^*  To  the  actual  figures  (in  thousands  of  dollars) 
there  is  added,  first,  a  common-size  or  100  per  cent  analysis 
for  each  of  the  two  years  shown,  second  a  "where-got,  where- 
gone"  analysis  of  the  changes  shown  from  the  first  year  to 
the  second. 

Comparative  versus  Proportional  Analysis 

Ratios  formally  computed  between  statement  items  are 
valuable,  but  cause  the  analyst  to  lose  sight  of  the  actual 
figures  from  which  the  ratios  are  derived.  When  statements 
for  several  years  are  analyzed,  the  ratios  computed  for  each 
statement  tell  only  part  of  the  story,  and  do  not  give  a  proper 
conception  of  the  trend.  Yet  the  historical  change  shown 
from  one  statement  date  to  another  is  often  of  great  im- 
portance. 

Some  years  ago  it  was  suggested  that  the  careful  analyst 
compute  percentage  trends  instead  of  ratios.^'^  That  is,  that 
he  should  calculate  for  each  leading  item,  such  as  plant  and 
merchandise,  and  for  each  leading  group  of  items,  such  as 
current  assets,  the  percentage  relationship  of  the  item  or 
group,  at  each  successive  statement  date,  with  the  corre- 
sponding item  or  group  in  the  first  or  base  year.  The  claim 
was  made  that  it  is  simpler  to  compare  these  relative  figures 
in  any  one  year  than  to  work  with  the  set  of  ratios  between 
the  statement  items,  and  furthermore  that  the  percentage 
trends  are  easier  to  calculate. 

This  suggestion  calls  attention  to  the  fact  that  any  single 
method  of  analysis  has  its  limitations  and  cannot  be  asked  to 
tell  the  entire  story  itself.  Effort  to  employ  a  method  for  a 
purpose  to  which  it  is  not  suited,  defeats  its  own  end.  In  fact, 
the  various  methods  supplement  one  another  and  must  be 
used  in  conjunction.  The  ratios,  opening  as  they  do  the  pos- 
sibility of  comparison  of  present  conditions  of  a  concern  with 

lelbid.,  pp.  207-208. 

17  S.  Gilman,  Analyzing  Financial  Statements  (New  York,  1925). 
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those  of  other  concerns,  have  a  distinct  use.  So  has  a  study 
of  trends  in  absolute  figures  for  the  concern,  as  well  as  in 
relative  conditions.  And  the  uses  of  the  two  methods  differ. 
To  visualize  the  risk  adequately,  neither  can  be  neglected. 
The  controversy  between  the  ratio  and  the  percentage 
methods  is  reduced  finally  to  the  question:  which  is  more 
important  in  the  analysis.  And  here  the  judgment  of  credit 
men  may  be  cited  as  decisive.  When  attention  is  given  to  the 
discussion  accorded  the  two  methods,  ratio  analysis  far  out- 
weighs its  rival. 
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CHAPTER  XV 

CREDIT  LIMITS 

The  final  step  in  credit  work,  following  upon  collection  and 
analysis  of  data,  is  the  setting  of  maximum  limits  beyond 
which  credit  should  not  be  extended.  A  risk  entirely  satis- 
factory within  a  certain  figure  may  prove  hazardous  when 
that  amount  is  exceeded.  Banks  usually  set  a  line  of  credit 
for  business  borrowers.  This  serves  to  show  the  maximum 
amount  which  the  borrower  may  owe  to  the  bank  during  the 
coming  season.  Business  houses,  however,  exhibit  a  diversity 
of  practice.  While  most  of  them  do  set  formal  credit  limits, 
these  limits  are  for  the  guidance  of  the  house  rather  than  for 
the  information  of  the  customer.  This  difference  in  practice 
and  view  reflects  the  difference  in  the  nature  of  the  transac- 
tions, bank  borrowing  occurring  in  substantial  amounts  on  a 
few  occasions,  while  mercantile  credit  is  extended  in  much 
smaller,  fluctuating  amounts. 

From  the  broadest  point  of  view,  however,  the  problem  of 
the  bank  and  mercantile  credit  man  is  much  the  same.  Both 
must  consider,  though  from  a  different  point  of  view,  the 
identical  problem  in  business  finance  which  the  concern  itself 
faces.  This  problem  may  be  stated  as  follows :  How  large  an 
amount  of  funds  can  the  concern  safely  use,  and  from  what 
sources  shall  the  funds  be  derived  ? 

Adequate  understanding  of  the  bank's  problem,  however, 
involves  two  further  questions,  namely,  consideration  of  its 
total  credit  power,  and  of  the  legal  restrictions  placed  upon 
its  lending  operations.  Both  will  be  indicated,  to  afford  a 
background  for  the  actual  discussion  of  credit  limits. 

Total  Credit  Power  of  a  Bank 

The  total  credit  power  of  a  bank  depends  upon  a  variety  of 
factors.  Disregarding  the  relation  to  the  nature  of  its  busi- 
ness, the  following  features  arise : 
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1.  Relation  of  deposits  to  stockholders'  investment 

2.  Relation  of  loans  to  deposits 

3.  Necessity  of  maintenance  of  legal  reserves 

4.  Relation  of  credit  extension  to  cash  receipts 

The  established  bank  draws  its  funds  to  a  larger  extent 
from  depositors  than  from  stockholders.  The  more  it  bor- 
rows from  the  public  in  this  fashion,  the  larger  will  be  the 
return  to  its  stockholders  if  all  goes  well ;  but  the  greater,  also, 
is  the  risk  involved.  This  is  but  a  special  instance  of  the 
problem  of  "trading  on  the  equity,"  as  it  is  called  in  busi- 
ness finance,  which  was  considered  in  the  preceding  chapter 
in  connection  with  debt  to  worth  comparisons.  American 
banks  have  shown  a  declining  ratio  of  deposits  to  stockholders' 
investment — capital,  surplus  and  undivided  profits — during 
the  past  decade.  The  present  range  is  from  about  four  to  one 
to  ten  to  one.  Where  the  deposit  line  is  less  than  four  times 
the  stockholders'  investment,  the  business  available  is  too 
small  to  justify  the  capitalization ;  in  other  words,  the  stock- 
holders cannot  get  an  adequate  return.  Where  the  ratio 
exceeds  ten  to  one,  on  the  other  hand,  the  bank  is  under- 
capitalized and  its  condition  may  become  dangerous. 

As  just  stated,  the  funds  available  for  loans  to  customers 
are  represented  largely  by  the  bank's  deposits.  Since  de- 
posits arise  in  loan  operations,  loans  tend  to  correspond 
roughly  with  deposits.^  However,  when  a  bank's  deposits 
are  largely  time  deposits,  instead  of  demand  deposits,  local 
loan  demand  may  be  small.  This  fact  merely  serves  to  force 
the  bank  to  seek  investments  as  an  outlet  for  its  surplus 
funds.  However,  a  difScult  situation  arises  when  loans  exceed 
deposits.  A  bank  which  is  overloaned  may  face  actual  danger 
if  its  loans  become  frozen  or  its  deposits  fall  away  further. 

Banks  are  required  to  maintain  a  legal  reserve  against  their 
deposits.  The  amount  of  till  money  which  a  member  bank  of 
the  Federal  Reserve  System  must  keep  is  now  left  to  its  own 
discretion,  but  it  must  keep  a  legal  reserve,  according  to  its 
location,  of  13  per  cent  (for  central  reserve  city  banks), 
10  per  cent  (for  reserve  city  banks),  or  7  per  cent  (for  county 

1  See  the  section  in  Chapter  II  dealing  with  "Banking  Credit." 
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banks)  against  checking  accounts  and  3  per  cent  against  time 
or  savings  accounts.  The  legal  reserve,  however,  consists  en- 
tirely of  a  deposit  credit  on  the  books  of  its  district  Federal 
reserve  bank.  The  Federal  reserve  bank,  in  turn,  is  required 
to  keep  a  legal  reserve  of  not  less  than  35  per  cent  in  gold  or 
lawful  money  against  these  deposits.  Thus  $0.35  in  gold  in  a 
Federal  reserve  bank  can  sustain  $33.33  in  savings  accounts, 
or  from  $7.69  to  $14.29  in  checking  account  deposits  on  the 
books  of  member  banks.  It  is  only  fair  to  mention,  of  course, 
that  these  are  merely  legal  minimum  reserves,  not  approached 
in  ordinary  practice.  The  reserve  requirement  for  a  member 
bank  is  not  rigidly  restricted,  for  it  can  ordinarily  rediscount 
some  of  its  loans  with  its  district  Federal  reserve  bank  and 
restore  a  depleted  reserve.  It  can  do  this  only  if  the  loans 
are  eligible  for  rediscount  and  acceptable  as  to  credit  risk. 

Expansibility  of  Bank  Credit  in  Belation  to  Cash 

The  expansibility  of  bank  credit  may  be  regarded  in  still 
another  way.  Turning  again  to  deposits,  the  question  arises, 
how  much  credit  can  a  bank  extend  for  every  dollar  of  cash 
— including  checks,  drafts,  etc.,  convertible  into  cash  upon 
presentation — it  receives  on  deposit?  The  traditional  theory 
looked  at  the  legal  reserve  requirements  for  national  banks  in 
effect  before  1913,  when  cash  in  vault  counted  as  legal  reserve. 
It  held  that  a  bank  could  make  loans  equal  to  several  times 
the  amount  of  additional  cash  newly  acquired  and  held  at 
the  time  the  loans  were  made. 

In  1920,  Phillips  criticized  this  theory  sharply.^  His  ob- 
jection is  that  the  individual  bank  would  face  unfavorable 
clearing  house  balances,  which  would  restrict  its  expansion. 
If  the  bank  received  $1,000,000  cash  on  deposit,  and  then 
proceeded  to  lend  $10,000,000,  its  borrowing  customers 
would  receive  deposit  credits  on  its  books.  As  they  used  the 
proceeds  of  their  loans,  they  would  check  against  their  deposit 
credits,  but  most  of  these  checks  would  find  their  way  to  other 
banks,  which  in  turn  would  present  them  to  the  first  bank 
for  payment.     In  other  words,  the  bank  would  lose  a  large 

2C.  A.  PhilliBS,  Bank  Credit  (New  York,  1920),  Chaps.  Ill,  IV. 
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part  of  the  "derivative"  deposits  arising  from  its  loan  opera- 
tions. Hence  it  can  only  expand  loans  by  an  amount  slightly 
in  excess  of  its  "primary"  deposits  of  cash.^  Otherwise 
stated,  the  ratio  of  loans  to  cash  on  hand  after  the  loans  are 
made,  is  not  an  accurate  measure  of  new  loans  that  can  be 
extended  on  the  basis  of  newly  acquired  cash,  because  the 
average  amount  of  cash  which  the  bank  retains  during  the 
loan  period,  is  only  a  fraction  of  the  amount  it  originally 
received.  Phillips  summarizes  his  conclusions  in  the  following 
formula : 


hr  +  l  —  h 
where 

X  =  loan  expansion 
e  =  the  additional  cash 
r  =  ratio  of  cash  or  reserve  to  deposits 
h  =  ratio  of  derivative  deposits  to  loans 

The  observation  expressed  in  the  formula  means  merely 
that  the  individual  bank  cannot  expand  at  a  more  rapid  rate 
than  is  afforded  by  the  primary  deposits  flowing  to  it,  which 
sustain  its  loan  operations.  Only  if  banks  in  the  aggregate — 
the  system  of  which  the  individual  bank  is  part — expand 
credit  on  their  books,  is  it  possible  for  loans  to  expand  by  ten 
times  the  cash  addition.  The  individual  bank  cannot,  by  its 
own  desire  and  without  community  sanction  in  the  form  of 
increased  deposits,  go  against  the  general  tide.  And,  as  the 
deposits  which  the  individual  bank  creates  become  diffused 
as  "overflow  cash"  through  the  banking  system,  other  institu- 
tions begin  to  flnd  expansion  possible,  so  that  the  individual 
bank's  initial  expansion  gives  impetus  to  a  much  greater  ex- 
pansion in  the  system  as  a  whole. 

Legal  Loan  Restrictions 

Credit  extension  by  banks  is  limited  by  statute,  and  the 
requirements  so  made   provide   a  broad  framework  within 

3  Deposits  of  cash  used  merely  to  repay  loans  are  omitted  from  con- 
sideration. 
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which  the  bank  may  extend  credit  or  not  as  it  sees  fit.  Na- 
tional banks  are  governed  by  the  National  Bank  Act  and  its 
amendments,  while  state  banks  and  trust  companies  are  sub- 
ject to  similar  restrictions.  The  provisions  are  of  two  classes : 
(1)  those  excluding  certain  classes  of  operations  and  restrict- 
ing and  limiting  the  aggregate  amount  of  others,  and  (2) 
those  limiting  the  amount  of  loans  which  a  bank  may  make 
to  one  interest.* 

A  national  bank  is  forbidden  (section  5201,  U.S.E.S.)  to 
make  any  loan  or  discount  on  the  security  of  the  shares  of  its 
own  capital  stock.  This  provision  is  designed  to  avoid  what  is 
in  effect  indirect  reduction  in  the  amount  of  a  bank's  out- 
standing capital,  and  hence  reduction  in  the.  protection 
accorded  to  its  depositors.  Especially  is  this  so  because  of 
the  fact  that  the  holder  of  such  stock  is  subject  to  double 
liability. 

A  national  bank  is  forbidden  to  loan  to  bank  examiners; 
loans  to  officers  and  directors  must  be  free  from  collusion  or 
fraud,  and  the  borrowers  must  not  participate  in  voting  the 
loans  to  themselves. 

To  avoid  undue  tying  up  of  funds  in  long  term  loans,  a 
national  bank  is  restricted  in  the  amount  and  character  of  the 
loans  which  it  can  make  on  real  estate.  Such  loans  were  first 
authorized  in  section  24  of  the  Federal  Reserve  Act,  which 
was  broadened  by  the  amendments  of  September  7,  1916,  and 
February  25,  1927.    The  loans  must  be: 

1.  Secured  by  first  lien; 

2.  Based  upon  improved  real  estate,  including  improved  farm 
lands ; 

3.  Based  upon  real  estate  situated  witliin  its  Federal  reserve 
district  or  within  a  radius  of  100  miles  of  the  place  in  which  such 
bank  is  located,  irrespective  of  district  lines; 

4.  In  an  amount  loaned  not  exceeding  50  per  cent  of  the  actual 
value  of  the  property; 

5.  Of  a  maturity  not  exceeding  five  years. 

The  aggregate  amounts  of  such  loans  (including  those  on 
which  it  is  liable  as  indorser,  guarantor  or  otherwise)  shall 
not  exceed  either: 

4  Bank  acceptance  creation   is  treated  in   Chapter   XVII. 
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1.  25  per  cent  of  the  actually  paid  in  and  unimpaired  capital 
and  surplus,  or 

2.  One-half  of  its  savings  deposits, 

as  the  bank  elects. 

Loans  to  One  Interest 

For  many  years,  tlie  total  amount  which  a  national  bank 
may  properly  lend  at  any  one  time  to  any  one  person,  co- 
partnership, association,  or  corporation  (governed  by  section 
5200,  U.S.E..S.,  as  amended  to  February  25,  1927)  has  been 
limited  to  10  per  cent  of  the  paid  up  and  unimpaired  capital 
and  surplus.  Included  in  the  obligations  of  a  copartnership 
or  association  are  the  obligations  of  the  several  members. 
Moreover,  in  the  ease  of  an  association,  the  obligation  to  the 
bank  includes  the  direct  liability  of  the  maker  or  acceptor  of 
paper  discounted  with,  or  sold  to,  the  association;  and  it  also 
includes  the  liability  of  the  indorser,  drawer,  or  guarantor 
who  obtains  a  loan  from,  or  discounts  paper  with,  or  sells 
paper  under,  his  guaranty  to  the  association.  In  other  words, 
this  limit  applies  to  accommodation  or  straight  loans,  whether 
they  are  double  or  single  name  paper,  including  liability  as 
indorser  (not  accommodation  indorser)  or  guarantor  of  paper 
not  coming  within  the  exceptions  noted  below.  It  applies  to 
loans  secured  by  stocks,  bonds  and  authorized  real  estate 
mortgages. 

The  exceptions  to  the  10  per  cent  limit  may  be  set  forth  in 
tabular  form  as  follows: 

1.  Drafts    or    "bills    of    ex-      No  limit  imposed  by  law. 
change    drawn    in    good 

faith  against  actually  ex- 
isting values." 

2.  Commercial     or    business      No  limit  imposed  by  law. 
paper   (of  other  makers) 

actually  owned  by  the  per- 
son, company,  corpora- 
tion, or  firm  negotiating 
the  same. 

3.  Obligations     secured     by     No  limit  imposed  by  law. 
goods   or   commodities   in 

process  of  shipment. 
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8. 


Obligations  as  indorser  or 
guarantor  of  notes  (other 
than  commercial  or  busi- 
ness paper)  maturing 
within  six  months,  owned 
by  indorser. 

Banker's  acceptances  of 
the  kinds  described  in  sec- 
tion 13  of  the  Federal  Re- 
serve Act. 

Obligations     secured     by 
shipping  documents,  ware- 
house   receipts,    or    other 
such    documents,    convey- 
ing or  securing  title  cov- 
ering   readily    marketable 
non-perishable  staples, 
(a)  When  the  actual  mar- 
ket value  of  the  prop- 
erty   is    not    at    any 
time  less  than  shown 
in  table  herewith. 
(6)  When    the    property 
is    fully    covered    by 
insurance      (if      cus- 
tomary to  insure  such 
commodity)     and    in 
no  event  shall  this  ex- 
ception apply  to  ob- 
ligations  of  any  one 
customer  arising  from 
the  same  transactions 
and/or  secured  upon 
the    identical    staples 
for     more     than     10 
months. 
Obligations     secured     by 
shipping  documents  or  in- 
struments   covering    live- 
stock   or    giving    a    lien 
thereon. 

Notes  secured  by  not  less 
than  a  like  face  amount 
of  bonds  or  notes  of  the 
United  States  issued  since 
April  24,  1917,  or  by  cer- 


15  per  cent  in  addition  to  10  per 
cent  (A). 


No  limit  imposed  by  law. 


15  per  cent  secured  by  115  per  cent. 
5  per  cent  secured  by  120  per  cent. 
5  per  cent  secured  by  125  per  cent. 
5  per  cent  secured  by  130  per  cent. 
5  per  cent  secured  by  135  per  cent. 
5  per  cent  secured  by  140  per  cent. 

40  per  cent  in  addition  to  regular 
10  per  cent  loan  (A). 


15  per  cent  in  addition  to  regular 
10  per  cent  loan  (A). 


15  per  cent  of  bank's  capital  and 
surplus,  in  addition  to  the  amount 
allowed  under  (A),  or  if  the  full 
amount  allowed  under  (A)  is  not 
loaned,  then  the  amount  which  may 
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tificates    of    indebtedness      be  loaned  in  the  manner  described 
of  the  United  States.  under  (8)  is  increased  by  the  loan- 

able amount  not  used  under  (A). 
In  other  words,  the  amount  loaned 
under  (A)  must  never  be  more 
than  10  per  cent,  but  the  aggregate 
of  (A)  and  (8)  may  equal,  but  not 
exceed,  25  per  cent. 

Note:  (A)  refers  to  accommodation  or  straight  loans,  subject  to  the 
10  per  cent  limit. 

The  purpose  of  the  limitation  is  to  avoid  concentration  of 
risk  by  large  loans  to  one  person  and  to  force  sneh  a  dis- 
tribution of  risks  among  many  persons  that  failure  of  any 
one  or  several  of  them  will  not  seriously  endanger  the  bank. 
At  the  same  time,  a  second  purpose  is  to  distribute  funds 
among  the  entire  community,  instead  of  having  their  use 
confined  to  a  favored  few. 

Loan  Requirements — Compensating  Balances 

The  opening  of  a  line  of  credit  does  not  necessarily  mean 
that  the  borrower  is  immediately  or  even  ultimately  planning 
to  use  that  line  to  the  full  extent.  Some  well-managed  con- 
cerns, in  fact,  arrange  for  lines  far  in  excess  of  their  require- 
ments, for  reasons  of  both  insurance  and  advertising. 

In  passing  upon  loan  applications  and  approving  lines  of 
credit,  the  banker  must  keep  in  mind  at  least  three  matters: 

1.  The  policy  of  his  institution  in  selecting  customers 

2.  The  conditions  under  which  it  grants  loans  and  opens  lines 

3.  The  proportion  of  the  customer's  total  borrowing  needs  which 
the  bank  may  wish  to  advance 

The  policy  of  banks  in  selecting  customers  differs  widely. 
What  is  desirable  business  for  one  bank  may  not  be  desirable 
for  another.  This  is  partly  due  to  the  location  of  the  bank 
and  its  familiarity  with  certain  industries.  Some,  therefore, 
tend  to  specialize,  while  others  endeavor  to  keep  loanable 
funds  distributed  over  a  fairly  wide  range  of  industries  and 
still  others  take  such  business  as  comes  to  them.  A  bank 
which  is  too  strict  loses  its  fair  share  of  business,  while  one 
which  is  too  liberal  runs  the  risk  of  heavy  losses,  which  may 
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destroy  its  immediate  liquidity  or  imperil  its  ultimate  sol- 
vency. The  bad  debt  loss  percentage  varies  naturally  with 
general  business  conditions  and  especially  with  conditions  in 
those  industries  served  by  the  bank. 

The  conditions  which  banks  often  prescribe  for  their  bor- 
rowing accounts  include  an  annual  liquidation  of  indebted- 
ness and  maintenance  of  reciprocal  balances.  Bank  practice 
in  requiring  borrowers  to  maintain  compensating,  propor- 
tional, or  reciprocal  balances  varies  considerably.  City  banks 
in  general  make  the  requirement,  while  country  banks  do  not. 
The  usual  figure  is  20  per  cent,  but  the  range  is  from  10  to  25 
per  cent.  Some  banks  require  the  full  percentage  of  the  line 
to  be  permanently  maintained,  regardless  of  the  extent  of  use, 
but  others  make  practically  no  requirement  of  the  borrower 
while  the  line  is  not  in  use.  Other  banks  require  a  10  per 
cent  minimum  deposit  of  the  line  when  not  in  use  and  the 
usual  20  per  cent  when  loans  are  constantly  being  made,  or 
else  require  a  rough  average  percentage  of  actual  borrowings.^ 

The  requirement  has  grown  up  in  a  sort  of  rule  of  thumb 
fashion  much  as  has  the  two  for  one  current  ratio  test.  Much 
discussion  has  arisen  with  respect  to  the  origin  of  this  require- 
ment and  the  reason  for  it.  Lincoln "  relates  it  to  the  develop- 
ment of  open  market  borrowing  and  increased  banking 
facilities.  It  assured  the  return  of  the  customer  besides 
insuring  his  line  of  credit.  The  exact  figure  of  20  per  cent  is 
usually  explained  as  the  amount  of  reserve  needed  to  protect 
a  bank's  deposits. 

The  logic  underlying  the  requirement  may  be  indicated  in 
outline  fashion  as  follows: 

1.  It  represents  the  cost  to  a  customer  of  insuring  his  line 
of  credit  through  the  moral,  though  not  legal,  obligation  rest- 
ing upon  the  bank,  providing  no  change  occurs  in  his  financial 
status. 

2.  It  acts  as  a  means  of  distributing  bank  power  equally, 

B  Where  a  compensating  balance  is  required,  the  effect  is  a  direct 
increase  in  the  coat  of  borrowing.  Especially  in  cases  where  interest  is 
not  allowed  on  the  balance,   the  customer  often  objects. 

«E.  E.  Lincoln,  Applied  Business  Finance  (4th  ed.,  New  York,  1929), 
p.  408. 
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since  balances  kept  measure  relative  contribution  to  loanable 
resources.  Moreover,  the  borrower  is  in  the  position  of  a 
preferred  customer  and  is  entitled  to  the  most  favorable  rates. 

3.  It  forces  borrowers  to  maintain  cash  balances  adequate  to 
insure  a  safe  liquid  position,  thereby  furnishing  mutual  pro- 
tection to  both  borrower  and  lender. 

4.  By  means  of  it,  borrowers  pay  the  cost  of  credit  investi- 
gation which  their  loan  operations  entail,  and  thus  preserve 
justice  as  between  borrowing  and  nonborrowing  accounts. 

5.  It  acts  as  a  tax  to  offset  loss  of  interest  on  the  reserve 
which  banks  must  keep  against  their  deposit  liabilities  (which 
correspond  roughly  to  total  loans)  and  hence  may  be  regarded 
as  a  tax  to  safeguard  the  stability  of  credit. 

The  "Clean  Up" 

The  conditions  which  banks  often  prescribe  for  their  bor- 
rowing accounts,  as  just  stated,  include  an  annual  liquidation 
of  indebtedness  and  maintenance  of  reciprocal  balances. 
Unless  these  conditions  are  met,  the  line  may  not  remain 
"open."  The  period  of  borrowings  involves  the  broader 
question  of  the  nature  of  the  business  and  its  total  require- 
ments for  funds,  and  the  proper  proportion  of  own  to  bor- 
rowed capital.  It  is,  however,  true  that,  inasmuch  as  the 
borrower  generally  names  the  limit  he  desires,  the  banker 
often  does  not  face  directly  the  question  of  the  extreme  limit 
of  credit  possible  in  a  given  situation. 

Some  concerns,  such  as  the  United  States  Steel  Corpora- 
tion, are  so  well  provided  with  funds  that  they  need  have 
no  recourse  to  bank  borrowings.  Other  concerns  fall  into 
three  classes,  according  to  whether  they  need  to  borrow: 

1.  Current  funds  to  tide  them  over  seasonal  peaks 

2.  Current  funds  more  or  less  continuously 

3.  Funds  to  finance  a  permanent  improvement  or  other  long 
term  operation 

Illustrations  of  the  first  class  are  the  automobile  and  Wear- 
ing apparel  trades ;  of  the  second,  are  the  meat  packers  and 
distributors  of  food  products. 
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Most  businesses  are  seasonal  in  character.  Purchases  of 
raw  material  and  supplies  by  a  manufacturer,  together  with 
costs  of  manufacture,  anticipate  the  time  of  active  sales. 
To  finance  these  operations,  a  seasonal  peak  of  demand  for 
working  capital  appears.  This  is  met  by  recourse  to  the 
bank.  As  sales  are  made  during  the  season,  and  accumulated 
inventory  liquidated,  bank  indebtedness  can  be  reduced 
and  finally  eliminated  entirely.  If  the  concern  were  amply 
provided  with  capital  of  its  own,  it  might  go  to  the  bank 
only  for  a  single  seasonal  peak  requirement,  while  one  with 
less  adequate  capital  might  finance  both  spring  and  fall  trade 
in  that  manner.  The  seasonal  peak  or  peaks  vary  according  to 
the  industry  in  question,  and  are  approximately  the  same 
each  year.  The  borrower  can  be  prepared  to  clean  up  his 
debt  at  the  termination  of  the  peak-load  requirements,  and 
then  be  off  the  books  of  the  bank  for  more  or  less  definite 
intervals  each  year. 

Where  the  borrower's  business  is  only  partly  seasonal,  or 
the  volume  varies  only  slightly  from  month  to  month — ^the 
second  class — ^the  concern  may,  nevertheless,  have  recourse  to 
the  commercial  banks  for  part  of  its  working  capital  require- 
ments. The  borrowings,  while  they  vary  during  the  year, 
may  be  continuous;  in  any  event,  they  may  be  longer  than 
for  the  purely  seasonal  undertaking.  The  same  is  true  of  a 
new  and  rapidly  growing  concern.  When  the  business  is 
stable  in  character,  and  deals  in  readily  marketable  goods  of 
steady  demand  (particularly  those  destined  for  consumption 
as  distinct  from  production),  such  loans  are  now  favored, 
even  though  they  represent  a  breach  in  the  original  theory  of 
commercial  bank  lending.  Greater  caution  is  necessary,  how- 
ever, when  supplying  permanent  working  capital  than  in  the 
first  case,  both  as  to  the  concern  and  as  to  conditions  in  the 
industry  in  question. 

With  this  second  class,  the  banker  should  guard  against 
continuous  borrowing  from  all  sources.  Funds  obtained  from 
one  bank  should  serve  to  pay  advances  made  by  another, 
while  if  the  concern  sells  commercial  paper,  the  banks  should 
be  used  to  retire  open  market  indebtedness,  and  vice  versa. 
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To  the  individual  bank,  the  annual  clean  up  then  refers  only 
to  the  length  of  time  the  borrowers  stay  out  of  its  debt,  not  to 
the  liquidation  of  all  bank  loans. 

Loans  of  the  third  class,  to  finance  a  permanent  improve- 
ment, require  special  care.  Despite  the  short  term  note  given, 
no  means  is  usually  provided  for  quick  repayment.  "While 
they  may  be  safe  and  sound,  they  are  not  liquid.  Competition 
may,  however,  force  the  bajok  to  grant  short  time  renewable 
advances,  to  be  taken  up,  either  as  unusual  profits  materialize 
or  when  permanent  stock  or  bond  financing  is  arranged  at  a 
more  propitious  time.  In  so  doing,  the  bank  should  have  a 
full  knowledge  of  how  the  proceeds  are  to  be  used.  And  both 
borrower  and  bank  should  realize  fully  the  dangers  involved 
in  current  borrowing  to  make  possible  overexpansion  of  plant 
to  meet  the  peak  demand  of  a  period  of  prosperity,  such  as 
occurred  prior  to  the  crisis  of  1920.  In  practice,  many  loans 
do  not  fall  wholly  within  a  single  one  of  these  three  groups, 
but  may  combine  the  characteristics  of  any  two  (or  even  all 
three)  classes. 

The  Line  of  Credit 

The  banker  is  reluctant  to  establish,  unsolicited,  a  rigid  line 
of  credit  for  his  customers.  He  prefers  to  let  the  customer 
ask  for  the  amount  of  credit  he  requires,  hence  giving  evi- 
dence of  planned  operations ;  and  then  the  banker  will  deter- 
mine whether,  after  considering  all  the  factors  in  the  case, 
such  an  amount  can  be  extended,  and,  if  not,  he  will  name  a 
lesser  figure.  The  figure  wiU,  of  course,  take  due  account  of 
lines  granted  by  other  banks  and  hence  of  total  bank  lines 
for  the  customer.  On  the  other  hand,  an  authority  on  mer- 
cantile credits'  warns  against  "the  common  practice  of  in- 
directly allowing  the  debtor  himself  to  fix  his  limit,"  calling 
attention  to  the  large  amount  of  overbuying  by  merchants. 

It  is  a  cardinal  principle  of  banking  that  the  total  debt 
should  not  for  any  appreciable  time  exceed  the  net  worth ;  in 
other  words,  that  banker  and  business  man  should  not  be 

7  T.  N.  Beekman,  Credits  and  Collections  in  Theory  and  Practice 
(2nd  ed.,  New  York,   1930),  p.   565. 
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partners  in  the  undertaking.  Of  course,  this  thought  is  sub- 
ject to  just  as  many  modifications  as  is  the  two  for  one 
current  ratio  test  in  credit  analysis.  The  intangible  elements 
of  character  and  capacity  are  significant.  Yet,  in  so  far  as 
any  statistics  are  employed,  net  current  assets — working 
capital — or  net  worth,  when  fixed  assets  are  large,  are  used 
to  arrive  at  a  limit.  The  quality  of  this  cushion  of  net  worth 
is,  in  fact,  highly  important.  A  finance  company  engaged  in 
installment  and  receivables  finance  may  have  an  outstanding 
bank  debt  equal  to  several  times  the  stockholders '  investment, 
whereas  a  business  concern  which  has  a  large  inventory  sub- 
ject to  shrinkage,  or  receivables  running  for  a  long  time,  may 
find  one  to  one  a  difficult  maximum.  The  following  figures 
for  commercial  paper  names,  which  comprise  a  select  group 
of  large,  high  grade  credit  risks,  prepared  by  the  National 
Credit  Office  and  applicable  to  1926,  are  very  informative : 


Maximum 

debt  *  to 

minimum 

debt 

( per    cent ) 


Maximum 

debt  *  to  net 

worth 

( per    cent ) 


Maximum 

debt  *  to 

worlcing 

capital 

( per    cent ) 


Department  stores 

Wholesale  dry  goods 

Cotton  mills — New  England. 

Cotton  mills — South 

Flour  millers  

Wholesale  grocers    

Manufacturers  of  shoes 

Retail  lumber 

Wholesale  lumber   

Wholesale  drugs 


185 
206 
489 
254 
911 
175 
231 
188 
173 
160 


34 
74 
47 
38 
59 
63 
49 
29 
34 
31 


65 

93 

292 

144 

160 

93 

92 

53 

63 

64 


*  From  all  sources,  mercantile  as  well  as  banking. 

Various  other  suggestions  may  also  be  mentioned,  subject 
to  the  reservations  stated  above.  Some  would  limit  the  bank 
loan  to  25  per  cent  or  30  per  cent  of  working  capital ;  others 
to  25  per  cent  to  50  per  cent  of  net  worth.  Many  look  for  a 
safe  current  ratio  after  the  loan  has  been  made. 

Clean  and  Secured  Bank  Lines 

Not  all  lines  of  credit  are  clean ;  that  is,  not  all  lines  permit 
the  customer  to  borrow  on  his  own  unsecured  paper.    Instead, 
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a  secured  line  may  be  granted,  protected  either  by  collateral, 
or  by  indorsement  or  guaranty.  Such  a  requirement  either 
represents  a  desire  to  strengthen  the  credit  of  a  risk  that 
falls  short  of  the  customary  standards,  or  else  represents  a 
recognition  of  a  practice  regular  in  certain  industries.  In  a 
few  trades,  such  as  lumber  and  jewelry,  terms  are  long  and 
note  or  trade  acceptance  settlements  are  customary.  In  these 
branches,  two  classes  of  lines  of  credit  are  regularly  granted, 
one  on  straight  paper,  one  on  customers'  paper.  In  others, 
the  second  line  is  granted  on  indorsed  paper.  But,  in  general, 
borrowing  in  more  than  one  form  is  regarded  as  an  evidence 
of  weakness  and  is  looked  upon  unfavorably. 

An  interesting  point  of  principle  arises  in  connection  with 
the  treatment  of  trade  receivables,  both  in  bank  credit  work 
and  in  legislation  on  legal  loan  limits.  American  credit 
practice  has  never  yet  answered  the  query :  what  is  the  relative 
importance  of  the  seller  and  the  buyer  as  a  source  of  liquidat- 
ing power,  and  what  direction  and  scope,  in  view  of  the 
answer,  should  credit  analysis  take  ?  Banks,  in  fact,  advance 
directly  against  the  receivables  up  to  85  or  even  100  per  cent 
of  their  face  amount;  whereas  they,  in  effect,  lend  only 
50  per  cent — ^by  requiring  that  the  borrower's  statement  show 
a  two  for  one  current  ratio — ^when  the  receivables  are  not 
specifically  assigned  to  the  bank  and  the  loan  to  the  customer 
is  unsecured.  Banks  usually  merely  rate  the  assigned  re- 
ceivables— ^which  presumably  supply  the  liquidating  power 
— and  base  their  advance  largely  upon  the  seller's  statement, 
yet  give  him  a  relatively  larger  advance  than  if  he  borrowed 
on  his  own  promissory  note.  They  lend  as  if  the  assigned  re- 
ceivables were  a  leading  factor,  yet  perform  their  credit  work 
as  if  the  holder's  standing  were  of  prime  importance.  In  the 
circumstances,  the  question  may  well  be  raised,  what  par- 
ticular virtue  do  the  receivables  possess,  which  merits  the 
greater  advance  by  the  bank?  Furthermore,  who  is  actually 
using  the  proceeds  of  the  advance:  the  seller  to  whom  the 
bank  lends,  or  the  buyer  whose  receivables  are  involved! 
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Current  Practices  of  Business  Houses 

The  business  house  has  no  concern  with  compensating  bal- 
ances or  formal  clean  up.  It  is  concerned  rather  with  parcel- 
ing out  the  total  credit  to  which  the  risk  is  entitled  among 
the  several  sources  that  grant  that  credit.  Its  policy,  com- 
prising the  interrelated  factors  of  limits  and  terms,  plays  an 
important  part  in  its  decision.  So  also  do  the  customer's 
requirements. 

Many  different  practices  are  followed  in  determining  how 
much  credit  to  assign.  Many  are  rough  and  ready.  They  do 
not  pretend  to  do  more  than  provide  a  general  basis  upon 
which  the  credit  man's  judgment  can  set  a  limit  which  is 
both  conservative  and  sufScient.  This  is  evident  from  the 
following  specimens: 

1.  Extend  as  much  credit  as  do  other  creditors  in  a  similar 
line  of  business.  The  interchange  report  gives  such  data. 
But,  by  doing  so,  the  credit  man  really  relinquishes  control 
over  his  own  credits. 

2.  Prepare  a  schedule  assigning  limits  in  relation  to  mer- 
cantile agency  ratings.  This  method  is  especially  used  by 
concerns  that  carry  credit  insurance  policies.  In  such  cases, 
the  limits  of  coverage  indicated  in  the  policy  opposite  each 
rating  are  commonly  followed.  This  method  has  obvious 
defects.  Ratings  change  frequently  and  at  best  are  approxi- 
mations. Moreover,  they  cannot  take  account  of  the  special 
conditions  of  the  individual  risk,  as  can  limits  set  for  each 
separate  case  by  the  credit  manager  himself. 

3.  Set  small  arbitrary  limits  initially  and  raise  the  amount 
gradually  as  the  risk  proves  satisfactory,  until  a  predeter- 
mined limit  is  reached.  Instead  of  being  arbitrarily  set,  the 
initial  amount  may  cover  purchases  over  a  short  period,  such 
as  a  week,  and  the  final  limit  may  cover  purchases  over  a 
longer  period  of  time. 

4.  Set  a  limit  in  relation  to  net  current  assets  (working 
capital)  or,  where  fixed  assets  are  large,  in  relation  to  net 
worth.  Divide  the  item  selected  by  the  number  of  major 
sources  of  supply,  in  order  to  arrive  at  the  limit.     If  the 
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creditors  supply  unequal   quantities  of  merchandise,  make 
necessary  allowance  in  the  process  of  division.* 

Some  credit  men  approaching  the  problem  more  scientifi- 
cally have  sought  By  careful  analysis  to  trace  more  accurately 
the  debtor's  position  and  requirements.^  Three  examples 
follow : 

1.  Start  again  with  net  current  assets,  and  consider  what 
is  bought  with  these  assets.  Modify  the  result  by  the  rate 
of  stock  turnover  and  the  creditor's  terms  of  sale.  Finally, 
introduce  the  total  number  of  sources  of  supply  and  the  dis- 
tribution of  purchases  among  them.  While  logical,  this  pro- 
cedure is  too  cumbersome  to  find  practical  favor. 

2.  Start  again  with  net  current  assets  or  working  capital. 
Multiply  them  by  the  rate  of  working  capital  turnover,  in 
order  to  ascertain  the  amount  available  during  the  year  to 
pay  creditors  for  goods  purchased.  Divide  this  amount  by 
the  number  of  principal  sources  of  present  supply,  as  shown 
by  the  interchange  report  or  other  sources.  Divide  the 
amount  so  obtained,  representing  the  amount  available  an- 
nually to  pay  each  principal  creditor,  by  the  usual  rate  of 
stock  turnover,  which  is  assumed  to  coincide  roughly  with  the 
terms  of  sale.  This  indicates  the  debt-paying  power  of  the 
risk.  A  creditor  of  greater  or  lesser  importance  than  the 
average  can  make  necessary  allowance  therefor. 

3.  Start  with  the  customer's  sales  (actual  or  estimated),  of 
the  products  the  seller  handles.  Determine  the  proportion  of 
this  business  which  the  seller  can  expect  to  obtain.  Apply 
the  customary  terms,  expressed  in  days,  to  this  figure,  and 
ascertain  a  credit  limit,  at  retail  prices.  Eeduce  this  figure 
by  the  average  gross  margin  of  profit  to  a  wholesale  limit. 
On  old  accounts,  the  limit  may  be  fixed  at  a  number  of  days' 
sales  commensurate  with  the  days  of  sales  outstanding  for  the 
business  as  a  whole.  This  method  estimates  the  customer's 
probable  requirements,  but  assumes  that  he  obtains  all  his 
goods  on  credit  from  the  sellers.     Furthermore,  it  neglects 

8  All  methods  of  this  kind  explain  the  heavy  lines  of  credit  extended 
■where  a  seller  is  almost  the  exclusive  source  of  supply. 
sBeckman,  op.  cit.,  pp.  563-566.* 
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entirely  the  protection  which  the  customer 's  net  worth  affords 
to  the  seller. 

It  may  be  observed  that,  carried  to  their  logical  extreme, 
these  methods  represent  an  application  of  the  ideas  under- 
lying construction  of  .a  financial  budget.  Systematically  fol- 
lowed, this  procedure  is  not  usual,  except  for  loans  by  banks 
to  substantial  risks,  which  may  even  present  an  estimated 
future  balance  sheet  in  conjunction  therewith.^"  Some  of  the 
methods  sketched  above,  too,  are  reminiscent  of  the  methods 
of  the  National  Credit  Office,  the  Credit  Clearing  House  and 
trade  association  credit  bureaus,  described  in  Chapter  IX. 

Credit  Extension  to  Retailers 

The  credit  problem  of  those  who  sell  to  manufacturers  or 
wholesalers  differs  substantially  from  that  faced  by  those  who 
sell  to  small  retailers.  The  analysis  of  the  former  more 
nearly  approximates  that  of  the  bank,  the  analysis  of  the 
latter  that  of  the  "scientific  analyst"  described  in  the  preced- 
ing section.  In  other  words,  the  one  emphasizes  net  worth 
and  financial  responsibility,  the  other  business  ability.  Par- 
ticularly is  this  so  when  considering  sales  to  the  established 
concern,  rather  than  the  newly  formed  one. 

Aside  from  his  business  ability,  both  to  buy  the  right  mer- 
chandise for  his  trade  and  to  sell  it  when  he  has  it  in  stock, 
the  most  important  single  factor  affecting  the  retailer's  suc- 
cess or  failure  is  his  location.  Given  a  good  location,  and 
the  profits  of  a  single  season's  turnover,  a  good  retailer  will 
be  enabled  to  eliminate  a  deficiency  of  net  worth.  He  re- 
quires merely  enough  capital  to  cover  his  fixtures,  his  deposit 
(if  any)  against  the  lease  of  his  premises,  and  a  small  working 
capital.  "With  a  $10,000  inventory  in  the  men's  furnishing 
business,  for  example,  sales  of  $80,000  will  yield  a  gross 
profit  of  some  $26,000,  the  stock  turning  over  in  about  seventy 
days.  Of  gross  profit,  some  $8,000  may  represent  rent ;  $5,000 
the  proprietor's  drawing  account;  $4,000  clerk  hire,  and 
$2,000  other  expenses,  leaving  a  surplus  of  $7,000  for  the  year. 
This  is  far  more  important  than  the  fact  that  the  retaUer 


10  G.  G.  Munn,  Bank  Credit  (New  York,  1925),  Chap.  IX. 
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had  a  net  worth  of  $5,000.  Accordingly,  merchandise  re- 
quirements, coupled  with  a  prompt  payment  record  at  sources 
of  supply,  are  decisive.  In  fact,  the  successful  merchant  in 
the  line  cited  is  often  checked  without  a  financial  statement, 
which  can  be  approximated  by  reconstructing  from  the  finan- 
cial facts  which  the  seller  ascertains  about  the  business  done. 
Retailers  who  are  slow,  perhaps  because  they  carry  excessive 
inventories,  and  those  just  starting  in  business,  can,  however, 
be  compelled  to  furnish  a  financial  statement  directly. 

Should  the  Business  House  Set  Credit  Limits? 

A  final  question  in  mercantile  credit  remains.  It  is  the 
general  practice  to-day  for  business  concerns  to  assign  office 
credit  limits  to  the  accounts  on  the  books.  They  gain  certain 
obvious  advantages  thereby.  Time  and  expense  are  saved. 
The  credit  man  must  have  some  figure  in  mind  to  guide  him 
in  his  treatment  of  accounts,  and  he  merely  goes  one  step 
further  in  recording  it.  From  his  study  of  the  information, 
the  expert  credit  man  can  determine  the  limit,  leaving  an 
assistant  to  check  orders  as  they  come  in,  provided  they  do 
not  exceed  the  limit  and  the  account  is  not  past  due ;  and  he 
often  will  enter  the  limit  likewise  in  the  ledger,  and  on  the 
credit  card.  Provided  the  credit  man  does  not  lose  the  touch 
with  his  accounts  afforded  by  watching  orders,  remittances, 
and  statements  of  accounts,  this  is  highly  desirable  in  re- 
leasing his  time  to  devote  to  other  features  of  his  work.  It 
avoids  reference  to  detailed  records  each  time  an  order  is 
received,  or  reliance  upon  memory.  Moreover,  control  is 
achieved  over  the  accounts  on  the  books,  and,  finally,  more 
intelligent  direction  of  the  sales  department's  efforts  may  be 
achieved.  At  the  same  time,  the  customer  may  be  aided  by 
the  check  placed  upon  his  purchases. 

There  are  objections  to  credit  lines  or  limitations.  It  is 
perfectly  true  that  they  need  constant  revision  if  they  are 
to  be  kept  entirely  accurate  and  up  to  date.  This  would  be 
both  costly  and  burdensome.  But,  rightly  used,  as  a  danger 
signal  calling  for  expert  attention  when  exceeded,  the  prac- 
tice is  of  great  use.    It  can  "flag"  accounts,  even  though 
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only  approximate  in  character.  In  other  words,  it  is  flexible, 
tentative,  or  nominal,  rather  than  rigid.  While  it  does  not 
bring  up  for  review  cases  where  a  lessening  of  credit  makes 
an  existing  limit  no  longer  advisable,  it  does  bring  up  for 
review,  those  cases  in  which  the  buyer  tries  to  exceed  the 
limit  set.  And  it  is  purely  an  office  device,  for  the  con- 
venience of  the  house.  As  such,  it  should  not  be  communi- 
cated to  the  customer,  so  that  he  can  compare  it  with  limits 
granted  by  other  houses.  If  he  makes  this  comparison  and 
other  creditors  have  granted  him  more,  embarrassment  re- 
sults for  the  house.  Moreover,  knowledge  of  the  existence  of  a 
specified  limit  may  result  in  abuse,  in  that  the  customer  may 
relax  care  in  his  own  credit  and  collection  policy  in  the 
thought  that  the  seller  will  carry  him  to  the  limit  prescribed. 
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CHAPTER  XVI 

SPECIAL  SOURCES  OF  CREDIT 

In  addition  to  buying  on  time  or  borrowing  from  the  bank, 
credit  for  commercial  purposes  can  be  obtained  from  two 
other  sources.  Large  concerns — generally  first  class  credit 
risks — have  access  to  the  open  market  for  commercial  paper, 
and  use  it  because  of  convenience  and  lower  rates.  On  the 
other  hand,  smaller  concerns  which  desire  more  credit  than 
their  standing  at  the  banks  warrants,  have  recourse  to  the 
finance  company  and  pay  a  considerably  higher  charge.  The 
commercial  paper  dealer  and  the  finance  company  stand  at 
opposite  poles;  the  former  serves  the  best  credit  risks,  the 
latter  the  poorest.  The  banks  serve  the  great  ayerage  run 
of  concerns  which  cannot  have  access  to  the  open  market,  yet 
need  not  have  recourse  to  the  finance  company;  in  addition, 
the  bank  supplements  the  commercial  paper  dealer's  service 
to  open  market  names. 

In  the  last  analysis,  both  the  commercial  paper  dealer  and 
the  finance  company  rely  upon  the  banks  to  supply  the  re- 
quired credit.  They  act  as  intermediaries  in  providing  access 
to  the  banking  system,  which  obtains  an  outlet  for  the  surplus 
funds  its  customers  do  not  require.  But  they  do  so  in  differ- 
ent ways,  just  as  they  serve  different  clienteles.  The  com- 
mercial paper  dealer  merely  buys  the  notes  of  business  houses, 
which  he  resells  to  banks  which  have  surplus  funds,  without 
any  recourse  upon  him.  The  finance  company,  on  the  other 
hand,  advances  to  business  men  against  assignment  to  it  of 
their  accounts  receivable,  and  holds  these  accounts  itself.  It 
refinances  itself  by  selling  its  own  obligations  to  the  banks. 
Thus,  in  effect,  it  guarantees  these  borrowers  to  the  banks, 
at  the  same  time  that  it  supervises  their  credit,  a  function 
which  the  bank  is  not  equipped  to  do. 

The  factor  operates  in  a  manner  similar  to  that  of  the 
finance  company,  although  he  occupies  a  position  in  the  tex- 
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tile  industry  differing  considerably  from  that  held  by  the 
finance  company  in  relation  to  general  business. 

The  Commercial  Paper  Dealer 

The  commercial  paper  dealer  acts  as  an  intermediary  in 
bringing  together  banks  (and,  to  a  slight  extent,  insurance 
companies,  other  business  houses,  and  individuals)  with  sur- 
plus funds  and  borrowers  whose  needs  are  not  best  accommo- 
dated by  their  local  banks.  Although  note  brokerage  existed 
in  the  United  States  in  the  early  years  of  the  nineteenth 
century,  the  system  in  its  present  form  dates  back  to  the 
eighties,  and  its  greatest  development  came  after  1900.  It 
arose  because  of  the  independent  banking  system  in  the  United 
States,  in  contradistinction  to  highly  developed  branch  bank- 
ing, and  served  to  give  borrowers  access  to  the  wider  sources 
of  funds  which  they  needed,  as  well  as  to  provide  an  "open 
market"  for  paper.  Its  operations  became  increasingly  im- 
portant with  the  rapid  development  of  the  United  States  and 
the  increasing  volume  of  intersectional  borrowing  that  at- 
tended the  ever-widening  scale  of  our  financial  and  economic 
structure. 

The  business  is  to-day  a  highly  concentrated  one.  The 
great  bulk  of  the  paper  sold  passes  through  the  hands  of 
twenty-five  houses,  and  of  these,  five  practically  dominate  the 
business.  While  these  houses  are  national  in  scope,  ten  are 
purely  local.  The  amount  of  paper  outstanding  varies 
greatly,  both  seasonally  and  with  business  conditions.  From 
a  maximum  of  $1,296,000,000  reported  outstanding  at  the  end 
of  January,  1920,  the  amount  had  declined  to  a  low  point 
of  $265,000,000  at  the  end  of  July  and  again  at  the  end  of 
September,  1929,  after  which  an  increase  to  $553,000,000  was 
seen  up  to  the  end  of  April,  1930.  While  the  development 
of  the  Federal  Reserve  System  stimulated  the  business,  the 
decline  after  1925  (with  diversion  of  the  bulk  of  the  resources 
of  the  houses  to  securities)  was  due  to  the  equalization  of 
interest  rates  in  different  parts  of  the  country  which  the 
Federal  Reserve  System  has  promoted,  the  greater  ease  of 
procuring  capital  through  issue  of  securities,  and  the  decline 
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in  current  assets  required  to  finance  a  given  volume  of  busi- 
ness through  improved  merchandising  methods. 

Technic  of  Handling  Paper 

The  loan  or  issue  is  broken  up  into  "pieces,"  the  com- 
monest denominations  being  $5,000  and  $10,000,  but  $2,500 
notes  are  also  frequent.  The  lower  denominations  meet  the 
needs  of  small  banks,  forbidden  by  law  to  lend  amounts  over 
10  per  cent  of  capital  and  surplus  to  any  one  borrower. 

The  notes  are  usually  single  name  promissory  notes.  In- 
dorsers  are  chiefly  principals  in  closed  corporations,  holding 
companies  (for  subsidiaries  or  affiliated  concerns)  and  dry 
goods  commission  houses  (for  their  mills),  rather  than  ac- 
commodation indorsers.  The  paper  handled  by  the  dealer 
consists  to  a  limited  extent  only  of  trade  receivables.  The 
notes  are  made  payable  at  a  designated  bank  to  the  bor- 
rower's order,  and  are  signed  and  indorsed  in  blank  by  him. 
Thus  the  paper  is  made  negotiable,  yet  the  commercial  paper 
dealer  avoids  indorsing  it,  and  guarantees  only  that  the 
signature  is  genuine  and  the  paper  properly  issued.  Only 
occasionally  will  the  dealer  assume  actual  responsibility,  al- 
though he  has  moral  responsibility,  and  he  has  shown  sufficient 
confidence  in  the  name  to  use  his  own  credit  to  distribute  the 
paper. 

The  usual  maturities  of  this  class  of  paper  are  four  to 
six  months,  although  some  run  to  one  year.  Since  the  broker's 
remuneration  or  "commission"  is  one-fourth  of  one  per  cent 
on  the  face  amount  of  the  paper,  the  borrower  desires  as 
long  a  maturity  as  possible.  The  broker  naturally  wishes 
shorter  maturities,  as  do  paper  buying  banks,  which  also 
consider  the  fact  that  commercial  paper  to  be  eligible  for  re- 
discount at  Federal  reserve  banks  must  not  have  more  than 
ninety  days  to  run. 

The  commercial  paper  dealer  uses  several  different  meth- 
ods in  handling  the  paper: 

1.  The  older  method  was  simple  brokerage,  in  which  the 
dealer  received  a  commission  for  placing  the  paper,  but  did 
not  actually  buying  it.    Occasionally  the  dealer  would  buy  ' '  on 
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consignment,"  taking  up  paper  from  the  borrower  only  as 
he  makes  sales. 

2.  To-day  the  dealer  buys  the  paper  outright.  He  pays 
the  borrower  the  proceeds  after  deducting  his  commission  and 
discount  at  the  rate  agreed  upon.  Thus  the  broker  bears  the 
risk,  both  as  to  selling  the  paper  and  as  to  change  in  interest 
rates.  If  rates  rise  before  he  has  sold  it,  the  selling  price 
of  the  paper  falls  and  his  commission  may  be  entirely  wiped 
out.  On  the  other  hand,  if  rates  fall  prior  to  sale,  he  may 
gain  an  additional  profit.  At  least  one  weU-known  house 
passes  on  to  clients  the  gain  from  any  subsequent  lowering 
of  interest  rates  after  the  paper  has  been  purchased.  The 
funds  which  the  dealer  uses  to  carry  his  portfolio  he  borrows 
very  largely  from  the  banks,  against  the  paper  or  securities 
as  collateral. 

3.  Sometimes  the  dealer  buys  paper,  but  merely  makes  an 
advance,  such  as  90  per  cent,  against  the  face  amount,  paying 
the  remainder  as  he  makes  sales.  The  rate  is  left  open  and 
the  borrower  pays  the  rate  at  which  the  paper  is  sold.  This 
method  involves  investment  of  less  capital  by  the  dealer  than 
does  the  preceding  one  and  thus  eliminates  the  risk  involved 
in  outright  purchase. 

Some  large  borrowers  place  notes  through  two  or  more 
brokers,  e.g.,  one  for  the  eastern  and  one  for  the  western 
"territory,  with  a  line  north  and  south  through  Pittsburgh 
dividing  the  two  territories.  The  most  important  dealers 
have  offices  in  the  principal  centers.  They  know  the  require- 
ments of  banks  for  paper,  and  the  borrowers '  needs  for  funds. 
By  means  of  offering  lists  and  of  personal  calls  by  their 
salesmen,  they  place  the  paper  with  their  clientele,  country 
banks  buying  through  their  city  correspondents.  To  permit 
credit  investigation,  a  ten-day  option  period  is  usually  ex- 
tended, within  which  the  paper  may  be  returned  if  it  proves 
unsatisfactory. 

The  Open  Market  Borrower 

The  number  of  business  concerns  raising  funds  through 
commercial  paper  dealers  is  relatively  small.     During  the 


356  CREDIT  AND  ITS  USES 

peak  year  of  1920,  4,395  concerns  offered  their  paper  in  the 
open  market,  while  in  1928  the  number  had  fallen  to  from 
1,200  to  1,500.  Estimates  place  the  number  of  concerns  which 
have  at  one  time  or  another  sold  paper  at  from  8,000  to 
9,000. 

The  open  market  borrower  belongs  to  a  carefully  selected 
group.  The  tests  to  which  he  is  subject,  and  the  requirements 
he  must  meet,  may  be  stated  as  follows: 

1.  Size.  Only  the  larger  concerns  can  have  access  to  the 
open  market.  The  minimum  capital  is  generally  $200,000,  but 
there  has  been  some  decrease  during  the  past  decade.  The 
smaller  concern,  however,  should  have  recourse  directly  to 
its  local  bank. 

2.  Class  of  husiness.  Certain  types  of  business  are  ex- 
cluded, such  as  the  producer  or  dealer  in  luxuries  and  in 
goods  subject  to  extreme  fashion  change;  the  manufacturer 
of  heavy  machinery  and  other  lines  where  inventory  turn- 
over is  very  slow;  those  handling  products  subject  to  rapid 
fluctuation  in  value  or  of  unknown  demand.  Paper  of  some 
industries,  too,  is  not  especially  popular  in  certain  localities. 

3.  Past  record.  Comparatively  new  concerns  which  have 
not  yet  fully  demonstrated  their  capacity  are  excluded,  even 
though  engaged  in  handling  a  staple  commodity.  Consistent 
earning  power  is  essential. 

4.  Financial  condition.  The  relation  between  the  bor- 
rower and  the  paper  buying  bank  is  impersonal,  and  the  note 
must  be  paid  at  maturity.  Hence  a  liquid  condition  on  the 
part  of  the  borrower  is  highly  important,  with  a  higher 
current  ratio  than  is  customary  for  ordinary  bank  borrowers, 
and  cash  and  receivables  should  be  in  excess  of  accounts  and 
notes  payable  after  the  loan  is  made.  Use  of  the  loan  pro- 
ceeds for  strictly  commercial  purposes  is  likewise  essential,  so 
that  the  paper  proves  self -liquidating. 

5.  Open  hank  lines.  Much  maturing  paper  will  ordinarily 
be  "refunded"  by  sales  of  new  paper.  But  under  adverse 
market  conditions  the  ability  of  the  dealer  to  sell  paper  de- 
clines. Hence  it  is  essential  that  the  borrower  have  adequate 
lines  of  credit  open  at  his  banks,  protected  by  the  necessary 
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compensating  balances,  to  take  up  maturing  paper  if  neces- 
sary. Preferably,  these  lines  should  equal  the  full  amount 
of  open  market  borrowings,  but  50  per  cent  protection  is  often 
deemed  sufficient. 

The  commercial  paper  dealer,  especially  in  recent  years, 
has  maintained  a  well-equipped  credit  department,  which 
obtains  intimate  and  thoroughgoing  data  on  the  individual 
names.  These  it  is  prepared  to  furnish  to  banks  contemplating 
purchase  of  the  paper,  and  it  will  obtain  reasonable  supple- 
mental data  on  request.  Large  city  banks  maintain  compre- 
hensive files  on  such  borrowers,  since  much  purchase  of  paper 
by  country  banks  is  on  their  recommendation  or  selection. 
The  National  Credit  Office  has  developed  a  special  service  on 
commercial  paper  names  (described  in  Chapter  VII). 

Losses  on  these  transactions  have  been  very  small.  An 
important  banking  house  some  years  ago  reported  an  aggre- 
gate loss  of  less  than  one-tenth  of  one  per  cent  on  aU  notes 
bought  over  a  period  of  twenty  years,  while  another  bank 
which  has  purchased  over  $70,000,000  worth  of  paper,  re- 
ported an  actual  loss  of  less  than  $2,500.^  In  1920,  only  31 
of  the  4,395  concerns  offering  their  paper  withdrew  their 
notes  for  credit  reasons  after  being  offered,  and  on  only  half 
of  these  was  loss  sustained,  which  was  comparatively  in- 
significant. During  1921,  46  out  of  3,676  companies  selling 
paper  had  more  or  less  serious  credit  difficulties.  From  the 
period  January  1,  1920,  to  July  1,  1921,  according  to  a 
leading  commercial  paper  house,  out  of  3,675  concerns  with 
capital  of  over  $250,000  selling  paper  in  the  market,  89,  or 
2.4  per  cent,  had  some  difficulty,  but  in  at  least  60  per  cent 
of  these  cases  paid  their  notes  in  full.  The  losses  were  .0047 
per  cent  of  the  total  paper  purchased.  In  1928  only  two 
companies,  with  about  $300,000  of  paper,  got  into  difficulties. 
Yet  it  is  probable  that  during  recent  years,  some  of  the 
more  substantial  borrowers  have  employed  long  term  financ- 
ing, leaving  those  of  lesser  caliber  to  continue  to  use  the 
open  market. 


lE.  E.  Lincoln,  Applied  Business  Finance  (4th  ed.,  New  York,  1929), 
pp.  443-444. 
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Service  of  the  System 

From  a  broad  point  of  view,  the  commercial  paper  dealer 
renders  a  distinct  service  by  distributing  the  supply  of  funds 
where  they  are  needed.  This  is  especially  important  in  a 
country  of  vast  area  and  diverse  economic  activities,  such  as 
the  United  States.  In  the  absence  of  a  branch  banking 
system,  the  service  of  "linking  up"  borrowers  both  seasonally 
and  otherwise  with  the  individual  unit  banks  is  of  great 
importance.  It  provides  a  ready  flow  of  funds  from  one 
section  to  another  through  the  open  market  it  creates.  The 
result  is  a  tendency  both  to  equalize  interest  rates  between 
the  different  localities,  and  to  facilitate  the  development  of 
the  newer  sections  by  making  capital  available  to  them. 
Hence  the  sjtem  permits  a  more  constant  and  complete  utili- 
zation of  the  country's  financial  resources.  The  Federal  Re- 
serve System,  it  is  true,  has  tended  to  supersede  the  dealer 
as  the  chief  agency  for  rendering  these  services,  but  it 
also  incidentally  strengthens  the  commercial  paper  system 
by  providing  a  means  for  the  rediscount  of  commercial  paper. 

These  services  represent  a  generalization  from  the  lists  of 
advantages  usually  given,  both  to  the  borrower  and  to  the 
bank.  The  services  to  the  borrower  may  be  summarized  as 
follows : 

1.  The  borrower  ordinarily  obtains  a  lower  rate  than  that 
offered  by  his  bank,  since  he  obtains  the  rate  in  the  cheapest 
market.  But  at  times  open  market  rates  reflect  the  absence 
of  surplus  funds  by  banks;  and  rates  exceed  those  charged 
by  banks  direct  to  their  customers.  At  such  times,  open 
market  borrowers  resorting  directly  to  their  banks  may  pay 
the  latter  a  rate  in  excess  of  that  charged  to  customers  who 
confine  their  borrowing  to  the  bank.  And,  in  comparing  rates, 
the  dealer's  commission  must  be  considered. 

2.  Moreover,  the  borrower  has  easier  access  to  a  larger 
amount  of  funds.  He  is  independent  of  domination  by  any 
one  bank.  While  lines  of  credit  must  be  opened  to  protect 
open  market  borrowings,  and  compensating  balances  main- 
tained, requirements  can  be  obtained  more  easily.    Especially 
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has  this  been  urged  in  view  of  the  10  per  cent  legal  loan  limit 
in  American  unit  banks. 

3.  The  borrower  obtains  helpful  "advertising,"  besides 
demonstrating  his  soundness  through  his  ability  to  raise 
funds  in  this  manner,  and  he  strengthens  his  credit  reputa- 
tion.   A  basis  is  therefore  laid  for  further  expansion. 

The  services  to  the  banker  may  be  summarized  as  follows : 

1.  A  safe  outlet  is  provided  for  funds  that  would  other- 
wise be  temporarily  idle,  or  at  least  a  higher  rate  obtained 
than  on  a  deposit  with  another  bank.  The  same  advantages 
exist  for  an  older  section  of  the  country  which  develops  surplus 
funds  above  local  needs,  as  well  as  for  the  suburbs  of  large 
cities.  Incidentally,  no  possibility  of  depreciation  of  prin- 
cipal occurs,  as  is  the  case  if  bonds  are  purchased,  instead  of 
commercial  paper. 

2.  A  sort  of  secondary  reserve  is  created,  which  can  do 
much  to  increase  the  liquid  character  of  a  bank's  loans.  Risks 
can  be  distributed,  both  geographically  and  industrially; 
while  maturities  can  be  arranged,  and  funds  counted  on  at 
definite  times,  due  to  the  absence  of  obligation  to  renew. 

3.  The  contact  with  the  open  market  develops  a  broad 
knowledge  of  credit,  banking  and  industrial  conditions 
throughout  the  country. 

Problems  in  the  Operation  of  the  System 

Properly  employed,  the  commercial  paper  system  renders  a 
real  service.  But  certain  problems  arise  unless  the  theory 
underlying  open  market  borrowing  is  thoroughly  understood 
by  aU  three  parties  concerned :  borrower,  broker,  and  banker. 
And  this  involves,  too,  some  distinction  between  the  service 
rendered  in  good  times  and  in  bad. 

Unless  properly  supervised,  the  borrower  who  has  been  well 
and  favorably  known  may  be  tempted  to  overexpand.  The 
dealer  must  take  the  place  of  the  banker  in  advising  him. 
And  he  must  see  that  the  borrower  keeps  adequate  bank  lines 
open,  to  protect  against  adverse  market  conditions.  The 
borrower  must  be  in  a  position  to  meet  the  paper  at  maturity, 
if  necessary,  through  direct  banking  connections.    Chances  of 
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adversity,  too,  may  be  increased  when  small  country  banks  are 
the  purchasers.  They  become  easily  prejudiced,  by  a  financial 
difficulty,  against  borrowers  in  a  certain  line  or  in  a  certain 
locality.  Moreover,  the  borrower  is  more  easily  subject  to 
unwarranted  rumor.  Finally,  close  inquiry  by  a  number  of 
agencies  and  banks  may  become  a  nuisance,  destroy  secrecy 
and  arouse  suspicion.  To  make  the  work  more  effective  it 
has  been  suggested  that  information  on  open  market  names 
be  gathered,  for  the  common  benefit,  by  the  Federal  reserve 
banks,  or,  previously,  by  clearing  houses  in  leading  centers; 
but  this  has  never  been  done,  nor  has  commercial  paper  been 
registered  other  than  in  isolated  instances  with  a  trust  com- 
pany or  other  organization,  so  as  to  guard  against  overissue. 

The  country  banker  feels  that  competition  by  commercial 
paper  dealers  has  often  gone  so  far  as  to  lead  to  unwarranted 
solicitation  of  borrowers  who  properly  belong  at  their  local 
banks.  Paper  of  a  local  industry  is  often  offered  to  the  local 
bank  by  a  dealer,  which  represents  waste  effort,  even  though 
the  rate  be  lower.  Further,  such  undercutting  of  rates  occurs 
when  times  are  good,  surplus  funds  are  plentiful,  and  the 
broker  can  place  paper.  When  rates  rise  and  banks  are  not 
in  the  market,  the  dealer  cannot  sell  paper  and  the  borrowers 
are  thrown  back  on  their  local  banks.  Even  though  lines  of 
credit  are  then  open,  these  banks  get  the  business  just  when 
they  are  least  able  to  handle  it.  In  other  words,  the  broker 
is  regarded  as  a  fair  weather  friend.  Close  cooperation  of  all 
three  parties  is  necessary  if  these  objections  are  to  be  over- 
come. 

At  present,  a  new  cycle  seems  to  be  commencing  in  the 
history  of  the  commercial  paper  business.  The  debacle  of 
1929,  coupled  with  subsequent  low  rates  on  commercial  paper, 
have  turned  business  concerns  more  toward  current  borrow- 
ing in  the  open  market.  On  the  other  hand,  a  long  range 
hampering  factor  is  the  continued  growth  of  a  movement  for 
branch  banking  in  the  United  States. 
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The  Finance  Company 

The  finance  company  engages  in  one  or  more  of  the  follow- 
ing three  classes  of  business: 

1.  Discounting  receivables 

2.  Financing  sale  of  articles  on  the  installment  plan 

3.  Advancing  funds  against  merchandise 

The  finance  company  itself  is  a  product  of  the  present 
century.  Discounting  of  receivables  was  first  undertaken; 
automobile  financing  was  added  in  the  years  after  1915,  and 
financing  of  sales  of  other  articles  on  the  installment  plan 
after  the  "War.  In  addition  to  the  large,  well-established 
companies,  some  of  which  operate  on  a  national  scale,  there 
are  many  small  local  organizations  and  individuals  in  the 
business,  whose  methods  and  charges  are  far  less  standard- 
ized. Discount  of  receivables  is  alone  considered  at  this 
point. 

Although  finance  companies  also  take  notes  and  trade  ac- 
ceptances, the  bulk  of  their  business  consists  of  making 
advances  on  accounts  receivable.  The  receivables  are  either 
directly  assigned  or  sold  to  the  finance  company,  or  else 
they  are  assigned  or  hypothecated  as  collateral  for  a  loan. 
To  the  creditor,  the  result  is  the  same.  In  either  case,  the 
advance  is  based  upon  an  ample  amount  of  receivables,  rather 
than  upon  the  assignor's  credit. 

Assignment  may  be  either  secret  or  open.  In  the  latter 
case,  known  as  the  notification  plan,  the  debtor  is  advised, 
upon  the  original  invoice  or  otherwise,  that  his  account  has 
been  assigned  to  the  finance  company,  to  which  he  is  to 
make  payment.  The  notification  plan  was  first  used  exclu- 
sively, but  has  been  superseded,  because  of  convenience  and 
popular  prejudice,  for  all  but  poorer  risks,  by  the  secret  or 
non-notification  plan.  Under  this  method,  the  debtor  knows 
nothing  of  the  assignment  and  remits  directly  to  the  seller. 
To  safeguard  itself  under  the  non-notification  plan,  the  finance 
company  requires  that  in  his  contract  with  it  the  seller  or 
assignor : 
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1.  Act  as  the  company's  agent  in  receiving  collections. 

2.  Transmit  on  day  of  receipt  all  original  checks,  drafts,  etc., 
received  on  assigned  accounts. 

3.  Give  the  company  power  of  attorney  to  transact  any  busi- 
ness relating  to  the  receivables  assigned,  including  their  indorse- 
ment with  the  assignor's  name. 

4.  Permit  the  company's  auditors  to  call  at  any  time  to  inspect 
his  books  and  records. 

The  assignor  usually  applies  for  a  fidelity  bond  and  files  his 
financial  statement  witli  the  finance  company. 

Advances  and  Charges 

The  finance  company  usually  advances  between  70  and 
80  per  cent  of  the  face  amount  of  the  accounts.  Prom  this 
sum,  it  may  further  hold  back  3  per  cent  or  so  as  a  reserve 
to  cover  its  charges.  The  remainder  is  paid  as  accounts  are 
liquidated,  constituting  a  margin  of  protection  against  non- 
collectible  accounts.  It  generally  requires  also  that  not  over 
10  to  20  per  cent  of  the  accounts  assigned  be  not  rated  or 
"off  rated"  with  Dun  or  Bradstreet,  so  that  the  seller  may 
have  to  retain  some  of  his  inferior  accounts  himself.  Also, 
the  seller  almost  invariably  guarantees  the  collection  of  the 
accounts  that  he  assigns.  After  the  finance  company  has 
held  an  overdue  account  for  a  certain  number  of  days,  the 
seller  is  either  required  to  return  the  cash  advanced  or  substi- 
tute other  good  accounts  not  yet  due. 

Charges  vary  somewhat  but  on  the  aggregate  are  fairly 
uniform.  The  larger  companies  charge  %5  of  1  per  cent 
a  day  upon  the  net  face  amount  of  receivables.  In  addition, 
they  make  a  service  charge  upon  a  minimum  quantity  of 
receivables  discounted,  such  as  $5  per  $1,000  on  the  first 
$100,000  of  accounts  taken  in  any  twelve  months.  The 
result  of  this  method  of  computation  is  to  make  the  actual 
cost  of  the  actual  funds  advanced  to  the  seller  somewhere 
between  15  and  20  per  cent  per  annum. 

This  charge  should  not  be  condemned  as  exorbitant  with- 
out further  examination.  It  covers  several  distinct  items  of 
expense :  cost  of  raising  funds  by  the  finance  company,  cost  of 
credit  work,  cost  of  bookkeeping  and  mechanical  work  of 
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handling,  and  bad  debt  loss.  The  finance  company  has  regu- 
lar lines  of  credit  with  depository  banks,  with  which  it 
keeps  compensating  balances,  and  at  which  it  cleans  up  bor- 
rowings annually.  Hence  the  cost  to  it  is  hardly  the  open 
market  rate  for  money.  Credit  and  supervisory  work  are 
expensive,  but  bad  debt  loss  is  apt  in  general  to  be  smaU 
as  a  result  of  such  work.  In  other  words,  rates  are  not  so 
high  as  they  appear  at  first  sight. 

Effect  of  the  System  on  Credits 

"While  the  system  is  extensively  used  to-day,  credit  men, 
both  bank  and  mercantile,  vigorously  oppose  it  on  funda- 
mental grounds.  They  object  to  the  methods  by  which  it  is 
conducted,  and  in  particular  to  the  secret  assignment  of 
accounts. 

To  understand  the  necessity  of  the  system  it  is  essential 
that  its  users  be  considered.  Classified  according  to  reason  for 
borrowing,  they  may  be  divided  as  f  oUows :  ^ 

1.  Those  wishing  to  do  a  relatively  large  volume  of  business 
for  the  amount  of  their  capital  investment,  such  as  manufacturers 
of  women's  outer  garments. 

2.  Those  needing  only  seasonal  accommodation,  to  supplement 
at  the  peak  of  their  season  funds  obtained  from  other  sources. 

3.  Those  having  net  worth  largely  tied  up  in  plant,  such  as 
manufacturers  of  machinery,  lumber  and  rubber  goods,  and  print- 
ers; in  other  words,  those  possessing  relatively  little  working 
capital. 

4.  Those  who  borrow  for  temporary  needs  and  use  the  company 
only  for  a  specific  transaction. 

Many  concerns  fall  within  the  second  and  fourth  groups. 
But  the  very  fact  of  heavy  borrowing  raises  certain  queries. 
To  what  extent  is  the  soundness  of  the  credit  system  affected  ? 
Without  doubt,  the  heavier  extension  of  credit  to  business 
concerns,  in  relation  to  their  net  worth,  increases  the  chances 
of  loss  through  overtrading  or  speculation.  Does  it  matter 
that  capital  tied  up  in  customers '  purchases  is  released  when 
the  receivables  are  discounted?     Can  a  parallelism  properly 

2  H.  P.  Willis  and  W.  H.  Steiner,  Federal  Reserve  Banking  Practice 
(New  York  and  London,  1926),  p.  238. 
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be  drawn  between  discount  of  notes  receivable  and  accept- 
ances, which  are  regarded  as  "legitimate,"  and  discount  of 
accounts  receivable,  often  condemned  as  "illegitimate"? 
Again,  does  it  matter  that  insistent  merchandise  and  bank 
creditors  may  be  paid  off,  or  that  the  current  assets  are  made 
more  liquid  for  the  moment,  while  net  worth  remains  the 
same,  thereby  enhancing  credit  standing,  if  a  new  obliga- 
tion be  assumed  to  a  finance  company?  The  only  reason 
for  going  to  the  finance  company  is  that  the  funds  eanribt 
easily  be  obtained  elsewhere  in  like  amount.  To  offset  the 
added  risk,  of  course,  is  the  fact  that  the  finance  company 
endeavors  to  make  a  more  thorough  analysis  of  the  character 
of  the  credit  represented  by  the  accounts,  and  a  much  closer 
supervision  of  their  collection  than  any  bank  is  prepared 
to  make.  And  the  loss  on  pledged  accounts  averages  only 
one  per  cent,  while  the  funds  are  used  in  practically  all  cases 
to  pay  off  unsecured  creditors. 

The  procedure  required  to  insure  the  liquidity  of  the  credit 
is,  however,  costly  and  represents  a  considerable  burden  on 
the  needy  concern,  as  well  as  a  toll  on  the  community. 
Yet  the  charge  is  less  than  the  usual  rates  of  cash  discount, 
so  that  a  saving  is  effected  on  purchases.  Or,  if  a  cash 
discount  is  offered  to  customers,  it  merely  cashes  customers' 
receivables  at  a  lesser  cost  than  if  they  had  discounted  their 
bills.  But  this  saving  occurs  only  where  the  receivables  turn 
out  to  be  good,  and  the  whole  cost  of,  and  loss  incurred  in, 
handling  slow  receivables,  fall  upon  the  business  man.  Hence 
the  financing  charge  can  hardly  be  regarded  as  a  mere 
alternative  to  usual  rates  of  cash  discount. 

Service  of  the  System 

The  principal  objection  arises  from  the  "split-borrowing" 
that  the  system  inevitably  causes.  Certain  creditors  are 
secured,  and  by  one  of  the  most  valuable  assets,  at  the  ex- 
pense of  the  general  run  of  bank  and  mercantile  creditors. 
The  general  creditors  have  been  subordinated  and  the  general 
financial  standing  of  the  company  has  become  weakened. 

Moreover,  the  secrecy  of  the  non-notification  method  makes 
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it  possible  for  unscrupulous  and  dishonest  debtors  easily  to 
deceive  their  creditors.  The  discrimination  becomes  doubly- 
unfair  because  the  creditors  generally  know  nothing  of  the 
existence  of  preferences  until  the  concern  gets  into  difficul- 
ties. Therefore  it  is  felt  that  either  the  plan  should  be 
abolished  altogether,  or  else  assignments  should  be  recorded. 
Attempts  have  been  made  to  secure  such  legislation,  but  as 
yet  without  success,  although  it  has  been  secured  in  certain 
Canadian  provinces.  Were  this  done,  the  creditor  could  ascer- 
tain the  facts  before  entering  into  credit  relations  with  the 
risk,  just  as  he  now  does  with  certain  other  classes  of  liens 
if  they  are  to  be  valid. 

In  actual  practice,  much  of  the  controversy  over  the  system 
has  arisen  from  the  fact  that  two  classes  of  concerns  have 
been  financed.  Younger  and  weaker  concerns  have  been 
helped  to  their  feet,  although  the  question  may  legitimately 
be  raised,  would  not  trade  creditors  better  undertake  such 
"nursing."  On  the  other  hand,  concerns  visibly  doomed  to 
failure  have  had  their  existence  prolonged  by  finance  com- 
panies intent  solely  upon  profit.  When  such  failures  occur, 
bitterness  results.  A  higher  standard  of  commercial  ethics 
is  desirable,  also  a  more  careful  selection  of  borrowers  by 
finance  companies,  and  cooperation  among  all  creditors. 
Pending  such  time,  the  credit  man  tends  to  view  the  system 
with  suspicion.  The  bank,  willing  and  anxious  to  lend  the 
finance  company  on  its  own  collateral  trust  or  other  notes, 
will  not  knowingly  lend  to  a  customer  who  is  borrowing  at 
the  same  time  on  his  accounts  receivable  from  a  finance  com- 
pany. The  mercantile  credit  man,  less  able  to  protect  him- 
self, will  limit  credits  carefully  to  such  accounts  and  wiU 
watch  them  closely.  He  will  examine  the  debtor's  financial 
statement  carefully  to  detect  evidences  of  assigned  accounts. 

There  is,  therefore,  no  automatic  basis  for  judging  the 
system.  Its  value  depends  upon  the  credit  work  which  the 
finance  company  itself  undertakes,  in  directions  to  which  it 
now  pays   only  minor  attention. 
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Assignment  of  Accounts  Receivable  to  Banks 

Commercial  banks  in  general  are  not  equipped  to  lend  on 
accounts  receivable  and  do  so  only  under  exceptional  circum- 
stances. Accounts  are  assigned  to  a  bank,  either  to  give  it 
some  collateral  or  security  for  a  loan  already  outstanding, 
or  else  for  a  new  loan  when  the  bank  feels  obligated  to  take 
care  of  the  customer,  but  does  not  feel  warranted  in  doing 
so  unless  the  loan  is  secured  by  collateral.  Assignment  of 
accounts  to  a  bank  usually  evidences  a  weak  credit  position, 
and  removes  part  or  all  of  the  accounts  as  an  asset  available 
in  the  event  of  liquidation.  Yet  the  bank  will  probably  be 
the  sole  financial  lender,  and  the  advance  has  been  made 
at  lower  rates  than  those  already  mentioned  for  finance 
companies. 

The  Factor 

The  factor  is  similar  to  the  finance  company  in  that  both 
cash  receivables.  Recently  a  leading  finance  company  ac- 
quired several  leading  factors,  but  in  general  the  methods 
of  these  two  dijBfer  greatly.  The  factor  has  been  found  for 
fifty  years  in  the  textile  industry,  chiefly  in  New  York  City 
and  Boston. 

The  services  of  the  factor  are  threefold: 

1.  He  helps  to  provide  &aB,neiag  facilities,  particularly  by 
transforming  sales  immediately  into  cash,  and  also  by  advances 
against  merchandise. 

2.  He  may  undertake  the  credit  work  and  assume  the  credit 
risks. 

3.  He  may  assume  responsibility  for  all  phases  of  the  distribution 
of  the  goods  produced. 

The  silk  factor  is  primarily  concerned  with  the  first,  which 
he  undertakes  for  jobbers  as  well  as  mills,  while  the  cotton 
commission  house  undertakes  all  three  phases,  and  in  some 
cases  has  a  substantial  interest  in  the  mill.  The  services  in 
all  three  branches — silk,  cotton,  and  wool — differ  widely, 
depending  upon  the  needs  of  the  mill  and  the  restrictions 
imposed  by  the  factor. 

The  most  important  duty  of  the  factor  is  to  supply  work- 
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ing  capital.  Textile  manufacture  is  highly  seasonal,  while 
the  period  of  manufacture  is  fairly  long  and  large  purchases 
of  raw  material  must  often  be  anticipated.  Hence  the  manu- 
facturer needs  a  large  amount  of  capital  to  tide  him  over 
the  inventory  peak.  This  is  far  more  than  the  bank  would 
be  willing  to  lend  on  an  unsecured  basis,  while  the  security 
which  the  miU  can  offer  is  not  suitable  for  the  bank.  The 
factor,  therefore,  like  the  finance  company,  provides  a  bank- 
ing facility  which  the  bank  itself  is  not  equipped  to  furnish. 
He  borrows  heavily  from  the  banks,  which  thus  ultimately 
supply  the  capital  through  the  mediation  of  the  factor. 

A  second  financial  duty  is  to  relieve  the  manufacturer  of 
all  credit  and  collection  problems,  which  the  factor's  experi- 
ence and  facilities  should  enable  him  to  conduct  efSciently. 
The  manufacturer,  with  his  financial  problems  taken  care 
of,  can  devote  his  energies  to  manufacture  and  selling.  The 
capital  he  employs  does  not  depend  upon  a  fixed  line  of  credit 
at  the  bank,  nor  upon  ability  to  make  collections.  Instead, 
it  is  flexible,  and  depends  only  upon  the  size  and  market 
value  of  his  inventory,  as  well  as  upon  the  volume  of  his 
sales.  Many  mills  which  are  old  and  experienced  and  could 
obtain  ample  funds  for  their  requirements  through  regular 
banking  channels,  have  preferred  to  continue  to  use  the  factor, 
because  of  his  services  and  his  facilities  for  giving  information 
and  advice  on  their  problems. 

The  Factorage  Agreement 

The  agreement  between  the  factor  and  the  mill  is  entirely 
unstandardized.  The  essential  principal  features  of  such 
agreements  will  be  indicated.  ' 

The  mill  consigns  all  its  merchandise  to  the  factor.  Sales 
are  made  subject  to  the  factor's  approval  and  are  billed  in 
his  name ;  in  other  words,  on  a  notification  plan.  The  factor 
gains  possession  of  the  goods  by  having  the  mill  assign  to 
him  the  lease  of  the  premises  where  they  are  kept,  although 
the  mill  pays  the  rent.  He  employs  a  representative,  at  the 
mill's  expense,  who  is  bonded  and  responsible  for  him  for  all 
goods  received  and  shipped.    Again,  his  name  is  placed  in  a 
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conspicuous  place  wherever  goods  are  kept,  the  effect  of  which 
is  to  give  notice  of  his  lien.  Upon  this  security,  the  factor 
lends  the  mill  66§  per  cent  of  the  market  value  of  the  mer- 
chandise in  his  possession. 

The  factor  guarantees  sales  approved  by  him,  which  means 
that  the  mill  can  expect  to  receive  a  definite  sum  at  a  certain 
date.  The  mill  can  also  make  sales  at  its  own  risk  and  with- 
out advances  thereon  to  other  customers  whose  credit  is  not 
approved  by  the  factor.  The  factor  likewise  assumes  no  re- 
sponsibility for  disputed  claims.  He  pays  for  all  approved 
sales  by  the  tenth  of  the  month  following  shipment,  deducting 
discounts  which  would  be  allowed  to  customers  and  also  6  per 
cent  interest  from  the  end  of  the  month  in  which  sale  is 
made  until  the  bill  matures. 

The  factor  receives  a  commission  of  2  per  cent  (1^  per  cent 
if  the  volume  is  sufficiently  large)  on  aU  assigned  sales,  in 
addition  to  the  6  per  cent  interest  on  money  advanced  on 
merchandise  and  for  sales.  Other  items  of  expense  are  of 
minor  importance. 
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CHAPTER  XVII 

THE  FEDERAL  RESERVE  SYSTEM  IN  RELATION  TO  CREDIT 

The  introduction  of  the  Federal  Reserve  System  has  had  a 
broadening  influence  through  its  improvement  of  general 
credit  and  banking  conditions.  It  has  made  the  credit  system 
more  elastic  and,  through  the  Federal  reserve  banks,  has  pro- 
vided for  a  centralized  and  responsible  control  over  banking 
policies  as  a  whole.  It  has  had  a  specific  influence,  from  the 
credit  man's  point  of  view,  upon  American  credit  practice 
and  standards,  through  its  definition  of  the  character  of  paper 
eligible  for  rediscount  at  Federal  reserve  banks.  The  Federal 
Reserve  Act  of  1913  laid  down  the  broad  requirements  and 
the  Federal  Reserve  Board  in  its  Regulations  and  in  its  rul- 
ings on  specific  cases,  has  supplemented  and  interpreted  these 
requirements.  They  are  of  importance  to  the  credit  man  be- 
cause each  member  bank  of  the  system  naturally  seeks  to  have 
a  substantial  portion  of  its  paper  eligible  and  tends  to  offer 
the  lowest  rate  thereon.  The  present  chapter  seeks  to  explain 
the  requirements  of  the  Federal  Reserve  System,  as  well  as 
to  indicate  briefly  bank  acceptance  practice  which  has  arisen 
under  the  system. 

Glasses  of  Federal  Reserve  Bank  Credit  Operations 

Federal  reserve  banks  rediscount  for  their  member  banks 
paper  (in  the  form  of  promissory  notes,  drafts,  or  bills  of 
exchange)  which  conforms  to  the  requirements  to  be  indicated 
below.  In  addition,  since  September  7,  1916,  they  make  ad- 
vances to  members  for  periods  not  exceeding  fifteen  days — 
subject  to  renewal — on  the  latter 's  own  promissory  note,  se- 
cured either  by  eligible  paper  or  by  deposit  or  pledge  of 
United  States  bonds  or  notes.  Besides  taking  paper  from 
their  member  banks.  Federal  reserve  banks  are  permitted  to 
engage  in  certain  open  market  operations,  chiefly  purchase 
and  sale  of  bankers'  acceptances  and  United  States  Govem- 
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ment  securities,  which  dealings  are  not  confined  to  member 
banks. 

Prior  to  the  Federal  Reserve  System,  bank  loans  to  other 
banks  had  consisted  of  advances  against  the  borrowing  bank's 
promissory  note,  secured  by  either  customers'  paper  or  securi- 
ties. The  rediscount  rate  regularly  quoted  by  the  reserve 
banks  applies  on  both  rediscounts  and  advances,  and  is  used 
as  a  means  of  credit  control.  Supplemental  thereto  are  the 
open  market  operations  of  the  reserve  banks,  which  are  de- 
signed to  keep  the  reserve  banks  in  touch  with  the  market, 
ease  or  tighten  general  credit  conditions,  and  make  the  redis- 
count rate  effective,  as  well  as  to  afford  a  profitable  outlet  for 
surplus  funds. 

The  following  average  figures  indicate  the  daily  proportion 
of  each  class  of  paper  taken,  although  amounts  vary: 

1929  1928 

Bills  discounted    $  950,580,000        $   839,942,000 

Bills  bought  in  open  market  for 

own  account    241,399,000  327,806,000 

United  States  Government  securi- 
ties      207,659,000  297,499,000 

All  other  bills  or  securities 13,420,000  2,124,000 

Total    ' $1,413,058,000        $1,467,371,000 

Holdings  of  bills  discounted  on  December  31,  1929,  were 
$632,421,000;  of  bills  purchased  $392,209,000;  of  United 
States  Government  securities  $510,587,000;  and  of  all  other 
bills  and  securities  $12,300,000.  On  December  31,  1929,  bills 
discounted  were  classified  as  follows : 

Commercial  and  agricultural  paper,  n.e.s $170,995,000 

Demand  and  sight  drafts   83,000 

Bankers'    acceptances    31,000 

Trade  acceptances   ; 2,177,000 

Paper  secured  by  U.  S.  Government  obligations  . .  755,000 
Member  banks  collateral  notes  secured  by  U.   S. 

Government  obligations    352,773,000 

Collateral  notes  otherwise  secured   105,607,000 

Total   $632,421,000 
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On  that  same  date,  acceptances  purchased  were  classified  as 
follows : 

Bankers'  acceptances 

Import    $  55,506,000 

Export    77,068,000 

Domestic    94,222,000 

Based  on  goods  stored  in  or  shipped  between 

foreign  countries    146,881,000 

Dollar  exchange   15,562,000 

All  other    1,343,000 

Trade  acceptances    

Bills  payable  in  foreign  currencies  ^  1,627,000 

ToTM,    $392,209,000 

In  1929  there  were  145,000  applications  for  discount  and 
526,000  notes  discounted,  as  compared  with  196,000  bills  pur- 
chased. 

Paper  Eligible  for  Rediscount 

The  provisions  of  the  Federal  Reserve  Act — sections  13 
and  13(a) — and  the  Federal  Board's  Regulation  A,  as  inter- 
preted in  its  rulings  from  time  to  time,  are  extremely  techni- 
cal, and  the  underlying  thought  alone  can  be  given  here. 

The  fundamental  requirement  is  that  the  paper  ^  must  have 
arisen  out  of  actual  commercial  transactions,  being  issued  or 
drawn  for  agricultural,  industrial,  or  commercial  purposes. 
Thus  the  proceeds  must  have  been  used  for  producing,  pur- 
chasing, carrying,  or  marketing  goods  in  one  or  more  of  the 
steps  of  the  process  of  production,  manufacture,  or  distribu- 
tion, whether  in  agriculture,  industry,  or  commerce. 

The  Federal  Reserve  System  was  regarded  by  its  founders 
as  primarily  a  commercial  banking  system.  The  twelve  re- 
gional reserve  banks,  designed  to  hold  the  gold  reserve  of 
individual  banks  and  make  available  to  them,  as  needed  for 
seasonal  or  other  purposes,  deposit  credit  or  bank  notes  based 
on  these  reserves,  must  keep  their  resources  in  a  liquid  condi- 
tion.   Hence  the  Act  and  the  Board  specified  that  the  paper, 

1  All  other  classes  payable  in  dollars. 

2  Other  than  that  secured  by  United  States  Government  obligations. 
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to  be  eligible  for  rediscount,  must  be  both  of  short  maturity 
and  self-liquidating.  That  is  to  say,  it  must  be  paper  created 
in  the  process  of  financing  the  flow  of  commodities  in  pro- 
duction and  trade,  liquidation  of  which  ordinarily  takes  place 
with  funds  received  by  the  borrower  in  the  natural  course  of 
events  from  the  sale  of  the  goods  involved.  This  class  of 
paper  the  typical  member  bank  would  acquire  in  considerable 
volume  in  the  course  of  its  ordinary  operations,  and  at  the 
same  time  it  would  be  so  liquid  that  it  could  be  safely  held 
by  the  reserve  bank.  Moreover,  the  use  of  self-liquidating 
commercial  paper,  it  was  further  claimed,  would  result  in 
automatic  adaptation  of  the  volume  of  credit  to  the  needs  of 
the  community.  Hence  elastic  credit  would  result,  but  with 
no  tendency  to  raise  or  inflate  the  general  level  of  prices. 

The  table  given  in  the  preceding  section  shows  that  paper 
secured  by  United  States  Government  obligations  constitutes 
the  greater  part  of  the  paper  discounted  by  Federal  reserve 
banks.  Therefore,  the  elaborate  structure  created  to  govern 
eligibility  of  commercial  paper  is  to  some  extent  vitiated. 
However,  there  is  a  considerable  sentiment  in  favor  of  broad- 
ening the  eligibility  provision  by  admitting  paper  coUateraled 
by  securities  generally.  This  is  advocated  particularly  among 
those  who  call  attention  to  shiftability  as  contrasted  with 
liquidity.^ 

In  view  of  the  requirements  of  the  Act,  the  form  of  paper 
is  not  material,  whether  note,  draft,  or  acceptance.  The 
paper  must  be  negotiable  and  indorsed  by  the  member.  The 
fact  that  paper  is  secured  by  collateral  does  not  render  it 
thereby  ineligible,  any  more  than  the  fact  that  it  is  secured 
by  eligible  paper  makes  it  eligible. 

Accordingly,  too,  maturity  becomes  of  subordinate  impor- 
tance. At  time  of  discount,  the  paper  may  not  have  a  ma- 
turity of  more  than  ninety  days,  exclusive  of  days  of  grace. 
Paper  issued  or  drawn  for  an  agricultural  purpose  or  based 
on  live  stock  may,  however,  under  the  Agricultural  Credits 
Act  of  1923,  have  a  maturity  not  exceeding  nine  months,  in 

3  See  the  section  on  "Classes  of  Credit — Commercial  and  Investment 
Credit"  in  Chapter  II. 
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recognition  of  the  longer  credit  needs  and  slower  turnover 
of  the  farmer  and  stockman.  That  Act  also  made  demand 
drafts  eligible  when  drawn  to  finance  the  domestic  shipment 
of  raw,  perishable,  readily  marketable,  staple  agricultural 
products,  when  secured  by  bills  of  lading  or  other  shipping 
documents  securing  or  conveying  title  to  such  staples.  The 
Act  of  May  29,  1928,  liberalized  this  provision  by  admitting 
drafts  growing  out  of  exportation  and  covering  nonagricul- 
tural  products  also;  the  security  was  likewise  omitted.  The 
reserve  bank  may  not  hold  these  bills  over  ninety  days. 

Excluded  Classes  of  Paper 

To  carry  out  the  theory  just  mentioned,  certain  classes  of 
paper  are  definitely  excluded  from  the  Federal  reserve  banks. 
These  are  of  three  principal  types: 

1.  Paper  covering  permanent  or  fixed  invesimenis  of  any 
kind,  such  as  land,  buildings,  or  machinery,  or  for  any  other 
capital  purpose.  It  is  by  no  means  simple  to  distinguish  in 
aU  cases  between  commercial  and  investment  operations,  since, 
for  example,  the  same  machine  which  may  constitute  fixed 
capital  to  the  final  user  will  probably  represent  working  capi- 
tal to  the  manufacturer  whose  business  it  is  to  produce  and 
sell  it.  The  paper  given  by  the  owner  to  a  contractor  in 
actual  payment  for  material  and  services  is  eligible,  while  if 
made  by  the  owner,  who  is  to  use  the  proceeds  for  the  work 
of  developing  or  building,  it  is  ineligible.  Similarly,  paper 
given  by  a  motor  transportation  company  to  the  seller  of 
trucks  is  eligible,  while  that  made  by  the  corporation,  the 
proceeds  of  which  are  to  be  used  to  purchase  trucks,  is  ia- 
eligible. 

2.  Paper  for  investments  of  a  purely  speculative  character. 
It  must  not  have  been  issued  for  carrying  or  trading  in  stocks, 
bonds  or  other  investment  securities,  but  bonds  and  notes  of 
the  United  States  were  made  exempt.  Thus,  a  note  whose 
proceeds  are  to  be  used  for  holding  grain  for  a  higher  price 
is  ineligible,  but  paper  made  by  a  manufacturer  of  pig-iron 
secured  by  pig-iron  already  manufactured,  held  waiting  de- 
livery under  contract  of  sale,  is  eligible. 
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3.  Paper  the  proceeds  of  which  are  not  used  in  first  in- 
stance for  a  purpose  defined  in  the  preceding  section,  hence 
used  to  finance  relending  operations.  The  proceeds  must  not 
be  advanced  or  loaned  to  some  other  borrower;  and  the  name 
of  a  party  to  the  transaction  must  appear  upon  the  paper 
as  member,  drawer,  acceptor,  or  indorser.  This  restriction 
shuts  out  the  paper  of  finance  companies,  which  discount  re- 
ceivables or  finance  installment  sales.  Similarly,  paper  given 
by  a  Federal  land  bank  or  joint  stock  land  bank,  secured  by 
farm  loan  bonds,  the  proceeds  to  be  relent,  is  ineligible.  Cer- 
tain agricultural  paper  has  been  made  exempt,  chiefly  under 
the  Agricultural  Credits  Act  of  1923.  This  includes  notes, 
drafts,  or  bills  of  exchange  or  acceptances  issued  or  drawn 
by  farmers'  cooperative  marketing  associations  (composed  of 
producers  of  agricultural  products)  providing  the  proceeds 
be  advanced  to  members  for  an  agricultural  purpose,  or  be 
used  to  make  payments  to  members  on  account  of  delivery  of 
products  to  the  association. 

Under  the  amendment  of  April  12,  1930,  the  amount  of 
paper  of  a  single  borrower  that  a  member  bank  may  redis- 
count, is  limited  to  the  amount  that  a  national  bank  may 
accept  from  a  single  borrower  under  section  5200  K.S.*  A 
requirement  of  this  type  affords  a  means  of  diversifying  the 
reserve  bank's  risk,  and  enables  it  to  protect  itself  against 
institutions  which  overexpand  their  loans  to  certain  borrowers. 
While  protecting  itself,  too,  the  reserve  bank  aims  to  insure 
justice  to  the  entire  business  community  by  making  its  funds 
available  to  all.  But  there  is  no  specific  limit  placed  upon  the 
total  amount  of  rediscounts  a  reserve  bank  may  make  for  a 
member  bank.  The  reserve  bank  is  under  obligation  to  redis- 
count for  its  members,  but  is  required  to  limit  the  amount  of 
accommodation  with  ' '  due  regard  for  the  claims  and  demands 
of  other  member  banks." 

Tests  of  Eligibility 

Paper  may  be  eligible  for  one  of  two  reasons:  (1)  because 
issued  or  drawn  for  an  agricultural  or  commercial  purpose, 

4  See  the  section  on  "Loans  to  One  Interest"  in  Chapter  XV. 
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but  eligible  because  of  the  fact  only  when  the  seller  and  not 
the  buyer  negotiates  it  at  the  bank,  and  (2)  because  the  pro- 
ceeds have  been,  or  are  to  be,  used  for  such  a  purpose.  The 
first  group  includes  trade  receivables,  the  second,  single  name 
paper  given  by  the  borrower  to  his  bank  in  order  to  obtain 
funds  to  pay  a  seller,  or  for  general  working  capital  pur- 
poses. 

The  Board's  Regulation  A  provides  that  "a  Federal  re- 
serve bank  shall  use  its  discretion  in  taking  the  steps  neces- 
sary to  satisfy  itself  as  to  the  eligibility"  of  a  note,  but  that 
it  "must  be  satisfied  by  reference  to  the  note  or  otherwise 
that  it  is  eligible  for  rediscount. ' '  Similar  discretion  is  granted 
in  the  case  of  drafts,  bills  of  exchange,  and  trade  acceptances. 
However,  the  instrument  "should  be  so  drawn  as  to  evidence 
the  character  of  the  underlying  transaction;  but  if  it  is  not 
so  drawn,  evidence  of  eligibility  may  consist  of  a  stamp  or 
certificate  afSxed  by  the  acceptor  or  drawer  in  a  form  satis- 
factory to  the  Federal  reserve  bank." 

All  applications  for  rediscount  contain  a  certificate  of  the 
member  bank  (in  a  form  prescribed  by  the  individual  reserve 
bank)  stating  that,  to  the  best  of  its  Imowledge  and  belief, 
the  paper  is  eligible.  The  reserve  bank  analyzes  both  the  con- 
dition of  the  applying  member  bank  and  the  paper  it  presents. 
The  paper  is  regarded  from  two  points  of  view — its  eligibility 
and  its  acceptability  as  a  credit  risk.  These  two  matters  are 
entirely  distinct,  even  though  the  same  evidence  bears  upon 
both.  Even  if  paper  were  technically  eligible,  it  might  not 
prove  satisfactory  from  a  credit  point  of  view. 

The  Board  from  the  outset  relied,  as  will  be  seen,  upon  the 
borrower's  financial  statement  to  show  that  the  funds  were 
to  be  used  for  commercial  purposes,  and  hence  that  the  paper 
was  eligible.  Yet  the  only  test  of  commercial  use  developed 
has  been  "a  reasonable  excess  of  quick  assets  over  current 
liabilities."  And  in  1921  it  ruled  that  other  evidence  might 
be  used  if  the  statement  failed  to  show  such  an  excess.  The 
matter  is  left  as  a  question  of  policy  for  the  individual  re- 
serve bank. 

A  further  illustration  of  this  position  is  afforded  by  the 
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fact  that  paper  given  by  a  water  works  company,  the  pro- 
ceeds of  which  are  to  be  used  for  payroll,  purchases  of  coal, 
etc.,  is  eligible,  if  the  borrower's  statement  shows  an  excess 
of  quick  assets  over  current  liabilities.  Conversely,  paper 
given  by  a  public  service  corporation,  which  cannot  be  liqui- 
dated within  a  short  time  out  of  current  earnings,  is  in- 
eligible. 

The  Board's  Early  Policy  on  Financial  Statements  = 

While  the  trade  acceptance  can  easily  be  made  to  show 
its  eligibility,  the  promissory  note  given  by  a  borrower  to  his 
bank  presents  some  difSeulty.  The  Federal  Reserve  Board 
grappled  with  this  question  at  the  outset  of  the  system.  Old 
circular  No.  13,  issued  November  10,  1914,  which  accom- 
panied Regulations  2  to  6  inclusive,  laid  down  certain  re- 
quirements. On  and  after  January  15,  1915,  no  paper  was 
to  be  eligible  unless  the  seller  of  the  paper  had  given  a  state- 
ment to  the  member  bank.  The  member  bank  was  to  stamp 
the  statement,  certifying  that  its  examination  of  the  state- 
ment indicated  compliance  with  the  law  and  the  Board 's  regu- 
lation; hence  it  practically  guaranteed  that  the  rediscount 
received  by  it  was  applied  to  objects  that  were  consonant  with 
the  terms  of  the  Act.  After  the  date  mentioned  the  reserve 
bank  could  call  for  the  credit  file  at  any  time,  and  it  might 
be  expected  that  the  data — especially  for  more  important  con- 
cerns and  larger  discounters — ^would  furnish  the  nucleus  of 
an  effective  credit  bureau,  which,  in  turn,  might  eventually 
develop  into  a  central  credit  bureau  for  all  the  reserve  banks. 

For  the  time  being,  public  accountants'  certificates  were 
not  required;  but  the  statement  was  to  be  under  oath,  and 
its  contents  were  outlined,  although  no  particular  form  was 
adopted,  assets  being  divided  into  permanent  or  fixed,  slow, 
and  quick;  and  liabilities  into  capital,  long  term  loans,  and 
short  term  loans. 

Quick  assets  were  to  bear  a  proper  relation  to  short  term 
loans,  and  the  statement  was  to  make  it  plain  that  the  bor- 

E  Based  upon  H.  P.  Willis  and  W.  H.  Steiner,  Federal  Reserve  Bank- 
ing Practice   (New  York  and  London,  1926),  pp.  178-180. 
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rower's  financial  condition  was  such  as  to  insure  the  use  of 
the  funds  obtained  by  him  on  the  note  for  the  purpose  of 
financing  current  operations,  and  in  no  case  for  furnishing 
capital  to  him,  or  even,  it  has  been  stated,^  for  furnishing 
permanent  working  capital.  The  purpose  was  to  avoid  the 
practice  of  general  financing  (as  represented  by  borrowing 
on  single-name  promissory  notes)  which  had  so  largely  pre- 
vailed in  the  past  and  had  so  often  resulted  in  tying  up  bank 
assets.  If  the  paper  could  not  be  related  to  specific  trans- 
actions, as  in  the  case  of  trade  receivables,  it  could,  neverthe- 
less, be  associated  with  current  operations,  and  to  this  end 
a  complete  financial  statement  was  essential.  A  further  safe- 
guard was  provided  by  having  the  statement  show  the  maxi- 
mum amount  which  the  concern  expected  to  borrow  on  short 
credit  or  through  the  sale  of  paper,  and  by  having  the  bor- 
rower undertake  to  obtain  the  consent  of  the  member  bank 
if  it  wished  to  exceed  the  agreed  limit. 

Criticisms  of  these  requirements  were  many,  and  the  Board 
soon  became  convinced  that  banks  could  not  comply  with  them 
without  extreme  difficulty,  if  at  all.  The  smaller  business 
man,  and  especially  the  farmer,  it  was  stated,  cannot  furnish 
a  "statement"  that  is  of  any  particular  value,  while  in  many 
sections  of  the  country  he  resents  a  request  for  one.  More- 
over, liquidity  in  the  technical  sense  required  by  the  Board, 
is  of  only  theoretical  desirability,  because  a  borrower  can 
make  another  note  which  is  then  discounted  by  the  reserve 
bank  and  used  to  take  up  the  first  note.  Finally,  the  reserve 
banks  did  not  succeed  in  obtaining  much  business,  members 
in  the. large  centers  continuing  as  theretofore  to  control  al- 
most entirely  the  business  of  lending  to  other  banks.  The 
feeling  therefore  arose  that  the  Board,  through  its  policy,  had 
merely  succeeded  in  isolating  the  reserve  banks. 

The  net  result  was  an  announcement  that  the  requirements 
had  proved  too  stringent  for  the  farmer,  and  suggestions  ob- 
tained from  the  reserve  banks  were  referred  to  a  special  com- 
mittee. It  found  that  a  great  trouble  lay  in  the  fact  that 
country  banks  did  not  ordinarily  possess  the  credit  files  called 

6H.  P.  Willis,  The  Federal  Reserve  System  (New  York,  1923),  p.  908. 
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for ;  pending  a  campaign  of  country  bank  education,  the  regu- 
lation should  be  modified  so  as  to  require  statements  (not  on 
a  prescribed  form,  though  with  a  prescribed  minimum  eon- 
tent)  only  from  those  who  might  be  termed  "professional 
borrowers,"  and  January  15,  1915,  might  even  be  too  early 
a  date  at  which  to  require  that.  In  the  ease  of  the  farmer, 
a  signed  statement  by  the  rediscounting  bank,  based  either  on 
his  statement  or  on  the  bank's  personal  knowledge,  was  recom- 
mended. As  borrowers  often  object  to  making  statements 
under  oath,  it  was  suggested  that  this  requirement  be  omitted. 
It  was  also  suggested  to  eliminate  the  agreement  "not  to 
exceed  a  specified  limit  without  obtaining  the  consent  of  the 
member  bank";  in  place  of  this  the  maximum  amount  pay- 
able within  the  year  should  be  shown  in  the  statement. 

The  final  outcome  was  a  reaction  to  a  distinctly  lower  stand- 
ard. On  January  12,  1915,  the  application  of  the  circular 
was  postponed  to  July  15,  1915,  and  later  it  was  superseded. 
The  plan  then  prescribed  has  continued  with  but  minor  modi- 
fications as  regards  single  name  paper  until  the  present  time. 
The  campaign  of  education  did  not  materialize,  sporadic 
efforts  alone  being  made  in  individual  districts  at  various 
timies.  In  short,  "the  effort  to  cope  directly  with  the  business 
public  and  to  encourage  it  in  developing  better  and  more 
scientific  methods  of  borrowing  was  practically  terminated. ' '  ^ 

Present  Statement  Requirements 

The  Board's  present  requirement  in  the  case  of  promissory 
notes  is  that 

a  recent  financial  statement  of  the  borrower  must  be  on  file  with 
the  member  bank  if  it  has  discounted  the  note  for  a  nondepositor  or 
a  nonmember  bank,  and  in  all  other  cases  unless 

1.  It  is  secured  by  a  warehouse,  terminal  or  other  similar  re- 
ceipt covering  goods  in  storage;  by  a  valid  prior  lien  on  live- 
stock which  is  being  marketed  or  fattened  for  market;  or  by  bonds 
or  notes  of  the  United  States ;  *  or 

•!  lUd.,  p.  918. 

8  Collateral  pledged  to  secure  paper  must  accompany  the  obligation 
when  offered  to  the  reserve  bank,  regardless  of  whether  the  borrower's 
statement  shows  a  condition  to  justify  the  extension  of  unsecured  credit. 
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2.  The  aggregate  of  obligations  of  the  borrower  discounted  and 
offered  for  discount  at  the  Federal  reserve  bank  by  the  member 
bant  is  less  than  a  sum  equal  to  10  per  cent  of  the  paid-in  capital 
of  the  member  bank  and  is  less  than  $5,000. 

The  Board  now  also  requires,  since  1925,  that  the  statement 
of  a  borrower  with  closely  affiliated  or  subsidiary  corporations 
or  firms,  shall  be  accompanied  by  separate  statements  of  the 
latter,  unless  his  own  statement  clearly  indicates  that  the 
"note  is  both  eligible  from  a  legal  standpoint  and  acceptable 
from  a  credit  standpoint";  but  it  authorized  the  Federal 
reserve  banks  to  waive  the  requirement  until  May  1,  1925,  in 
any  case  where  separate  financial  statements  had  not  been 
issued  prior  thereto.  The  Board  specifically  stated,  however, 
that  "a  Federal  reserve  bank  may,  in  any  case,  require  the 
financial  statement  of  the  borrower  to  be  filed  with  it,"  so 
that  the  provisions  just  given  represent  the  minimum  require- 
ments. In  the  case  of  drafts,  bills  of  exchange,  and  trade 
acceptances,  the  reserve  bank  "may  require  a  recent  financial 
statement  of  one  or  more  parties  to  the  instrument."  A  bor- 
rower whose  paper  is  held  by  the  Federal  reserve  bank  in 
more  than  one  district  is  permitted  to  file  his  statement  in 
only  one. 

In  carrying  out  the  general  policy  enunciated  by  the  Board 
with  respect  to  depositors'  (not  purchased)  paper,  the  several 
Federal  reserve  banks  have  followed  varying  courses,  some 
being  stricter  than  others. 

The  system  has  also  paid  some  attention  to  the  form  of 
the  statements.  The  April,  1917,  Federal  Reserve  Bulletin 
contained  a  tentative  proposal  for  uniform  methods  for  the 
preparation  of  balance  sheets,  containing  a  form  of  balance 
sheet  and  profit  and  loss  statement,  prepared  in  cooperation 
with  the  American  Institute  of  Accountants  and  the  Federal 
Trade  Commission.  This  was  revised  in  1929.  Subsequently, 
the  individual  reserve  banks  interested  themselves  in  the  mat- 
ter, and  prepared  special  forms  which  they  recommended  to 
their  own  member  banks  for  the  latter 's  use,  but  they  do  not 
require  the  use  of  these  forms. 
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Agricultural  Paper 

Agricultural  paper  is  subject  to  important  differences  in 
treatment  from  ordinary  commercial  paper.  The  original 
Act  favored  it  slightly,  the  Board  in  its  Regulations  and  Rul- 
ings went  much  further  and  Congress,  particularly  in  the 
Agricultural  Credits  Act  of  1923,  pushed,  as  far  as  possible, 
exceptions  designed  to  aid  the  farmer.  These  efforts  account 
for  much  of  the  inconsistency  that  appears,  and  for  the  ap- 
parent breaches  in  the  theories  contained  in  the  original  Act. 

Since  the  maturity  limit  for  agricultural  paper,  since  1923, 
is  nine  months,  in  place  of  ninety  days  for  commercial  paper, 
classification  as  agricultural  paper  is  to  be  preferred.  Agri- 
cultural paper  arises  from  activities  of  growers  in  connection 
with  production  and  marketing  of  agricultural  products,  in- 
cluding the  breeding,  raising,  fattening,  and  marketing  of 
live  stock.    Three  important  rulings  are  as  follows: 

1.  A  farmer's  note  or  trade  acceptance  given  in  payment 
for  commodities  to  be  used  by  him  for  agricultural  purposes, 
is  agricultural  paper.  It  does  not  matter  whether  the  paper 
given  for  the  purchase  price  is  discounted  with  the  member 
bank  by  the  maker  or  the  indorser. 

2.  A  farmer's  note,  the  proceeds  of  which  are  to  be  used 
to  till  the  farm,  is  agricultural  paper. 

3.  Purchase  and  sale,  as  distinct  from  growing  of  agricul- 
tural products  or  breeding  or  feeding  of  live  stock,  is  a  com- 
mercial and  not  an  agricultural  transaction.  A  note  given 
to  a  farmer  to  pay  for  agricultural  products  grown  by  him 
is  eligible  only  as  commercial  paper,  even  though  he  subse- 
quently discount  the  note  and  use  the  proceeds  for  an  agri- 
cultural purpose. 

Distinction  between  fixed  and  current  use  is  difficult.  The 
Board  in  its  effort  to  favor  the  farmer  ruled  that,  unlike  silos, 
agricultural  implements,  farm  tools,  and  machinery,  as  well 
as  tractors,  represented  current  uses  of  funds;  hence  notes 
or  acceptances  for  them  were  eligible  as  drawn  or  issued  for 
agricultural  purposes.  Moreover,  notes  whose  proceeds  are 
used  to  drain  lands  already  in  use  as  farm  lands,  involve  ex- 
penditure incidental  to  cultivation,  hence  constitute  agricul- 
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tural  paper,  as  does  paper  given  by  a  farmer  to  an  irrigation 
company  for  water  used  for  crops.  Finally,  live  stock  paper 
includes  notes  whose  proceeds  are  used  to  purchase  dairy 
cattle  and  work  animals.  Thus,  not  only  were  these  classes 
of  paper  admitted  to  reserve  banks,  but  they  were  admitted 
with  the  longer  maturity  of  agricultural  paper. 

The  question  of  admitting  finance  paper  has  two  aspects. 
The  first  concerns  the  cotton  factor,  who  deals  or  acts  as 
broker  in  cotton  and,  incidental  thereto,  lends  to  planters 
whose  crops  he  handles,  in  order  to  enable  them  to  raise  the 
crops.  The  Agricultural  Credits  Act  of  1923  specifically  ad- 
mitted to  rediscount  "the  notes,  drafts  and  bills  of  exchange 
of  factors  issued  as  such  making  advances  exclusively  to  pro- 
ducers of  staple  agricultural  products  in  their  raw  state," 
with  maturity  not  in  excess  of  ninety  days.  Previously  to 
their  being  thus  made  eligible  as  commercial  (not  agricultu- 
ral) paper,  the  Federal  Reserve  Board  had  barred  as  clearly 
ineligible,  notes  whose  proceeds  were  loaned  to  the  factor's 
customer. 

The  second  problem  concerns  paper  of  farmers'  cooperative 
marketing  associations.  These  organizations  were  formed  in 
great  number  following  the  crisis  of  1920  and  the  ensuing 
agricultural  depression.  The  Agricultural  Credits  Act  of 
1923,  in  amending  section  13(a),  expressly  provided  that 
notes,  drafts,  bills  of  exchange,  or  acceptances  issued  or  drawn 
by  cooperative  marketing  associations  composed  of  producers 
of  agricultural  products,  are  deemed  to  have  been  issued  or 
drawn  for  agricultural  purposes,  if  the  proceeds  have  been  or 
are  to  be 

1.  Advanced  by  the  association  to  its  members  for  an  agri- 
cultural purpose. 

2.  Used  by  the  association  to  pay  its  members  on  account  of 
agricultural  products  delivered  by  them  to  the  association. 

Unless  the  association  is  not  regarded  as  entirely  separate  and 
distinct  from  its  members,  a  clear  exception  is  here  evident 
to  the  barring  of  finance  paper  from  rediscount.  Moreover, 
paper  to  meet  expenditures  of  the  association  in  handling  the 


382  CEEDIT  AND  ITS  USES 

product  was  in  1923  regarded  as  agricultural  paper  and  per- 
mitted a  nine  months '  maturity,  in  contrast  to  the  ninety-day 
limit  the  Board  had  previously  set  in  considering  it  com- 
mercial paper. 

Bankers'  Acceptance  Practice 

Prior  to  1913,  some  private  bankers  and  state  banks  alone 
were  permitted  to  accept  drafts  drawn  upon  them.  The 
Federal  Keserve  Act  gave  to  national  banks  the  power  of 
acceptance,  and  regulated  in  certain  particulars  the  exercise 
of  such  a  privilege  by  state  bank  members.  It  thus  gave 
the  Board  an  opportunity  to  oversee  and  direct  or  at  least 
guide  the  course  of  American  bank  acceptance  practice.  At 
the  same  time,  and  even  more  important,  it  gave  the  reserve 
banks  power  to  rediscount  acceptances  and  buy  them  in  the 
open  market.  This  provides  a  second  check  upon  member 
bank  acceptance  practice  and  a  check  upon  other  banks  as 
well,  since  they  desire  their  acceptances  to  be  eligible  for 
purchase.  Besides,  it  provides  a  means  for  sustaining  and 
fostering  an  open  discount  market  dealing  largely  in  these 
instruments.  It  is  evident  from  the  tables  given  earlier 
in  the  chapter  that  bankers'  acceptances  have  constituted 
by  far  the  most  important  class  of  open  market  paper  pur- 
chased, while  the  amount  of  rediscounts  of  this  class  of  obli- 
gation which  member  banks  have  offered  has  been  small  in 
comparison. 

The  bankers'  acceptance  involves  a  substitution  of  better 
known  for  lesser  known  credit.  The  bank's  client  under- 
takes to  put  it  in  funds  to  meet  the  acceptance  at  maturity, 
so  that  the  bank  "lends  its  credit"  solely.  Due  to  its 
acceptance,  the  customer — or  his  creditor— is  enabled  to 
obtain  funds  from  another  institution  which  possesses  the 
necessary  funds.  Thus  the  acceptance  credit  lends  "currency 
to  a  bill  on  which  the  drawer  can  realize  without  engrossing 
the  resources  of  the  accepting  bank." 

Originally  member  banks  were  permitted  to  create  ac- 
ceptances only  in  connection  with  foreign  trade  transactions, 
but  the  amendment  of  September  7,  1916,  permitted  them  to 
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be  made  in  several  other  cases  also,  so  that  there  are  now 
four  general  classes :  ^ 

1.  In  connection  with  exports  and  imports,  including  shipments 
between  foreign  countries. 

2.  To  finance  domestic  shipment  of  goods. 

3.  To  permit  the  temporary  storage  of  readily  marketable 
staples  pending  reasonably  prompt  sale  and  distribution. 

4.  To  create  dollar  exchange. 

The  fourth  class  is  designed  merely  to  furnish  such  exchange 
■when  required  by  the  usages  of  trade,  and  "will  not  be  con- 
sidered further  here.  On  June  30,  1930,  the  American 
Acceptance  Council  classified  outstanding  acceptances  as 
follows : 

Imports     $  276,086,768 

Exports   372,815,953 

Domestic    19,114,937 

Warehouse    144,929,103 

To  create  dollar  exchange   50,120,200 

Based  on  goods  stored  in,   or  shipped  between 

foreign  countries    441,764,261 

Total    $1,304,831,222 

The  restrictions  which  the  Federal  Reserve  Act  and  the 
Board  placed  upon  the  creation  of  bankers'  acceptances  arose 
from  a  desire  to  maintain  the  acceptance  as  a  first  class  credit 
instrument,  not  only  because  it  is  the  obligation  of  a  bank 
rather  than  an  individual,  but  also  because  it  is  related  to 
specific  transactions  in  goods.  Yet  amendments  to  the  Act, 
and  the  Board's  successive  regulations  and  rulings,  exhibit 
progressive  liberalization  of  requirements,  both  as  to  creation, 
rediscount,  and  purchase. 

Acceptance  Restrictions 

The  Act  limits  total  outstanding  acceptances  made  by  a 
member  bank  to  50  per  cent  of  its  paid  up  and  unimpaired 
capital  and  surplus.    But,  with  the  Board's  approval,  which 

» State  member  banks  are  restricted  as  to  amounts,  not  as  to  kinds. 
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it  grants  only  to  banks  possessing  a  surplus  equal  to  20  per 
cent  of  their  capital,  a  member  bank  may  accept  up  to  100 
per  cent  of  its  capital  and  surplus.  In  any  event,  however, 
aggregate  acceptances  arising  from  domestic  transactions  may 
not  exceed  50  per  cent  of  the  capital  and  surplus.  This 
provision  sought  to  introduce  foreign  practice.  Accepting 
banks  had  learned  that  overheavy  commitments  decreased 
safety,  and  caused  discrimination  in  the  market,  at  least  in 
rate,  against  banks  whose  acceptances  were  offered  too  freely. 

Again,  in  the  interest  of  diversification  of  risks,  the  Act 
limits  the  amount  of  unsecured  acceptances  for  any  one 
customer  to  10  per  cent  of  its  capital  and  surplus.  If,  how- 
ever, the  acceptance  is  secured  by  attached  documents  or 
some  other  actual  security,  growing  out  of  the  same  transac- 
tion as  the  acceptance,  no  limit  exists.  A  trust  receipt  which 
permits  the  customer  to  have  access  to,  or  control  over,  goods 
is  not  regarded  as  "actual  security,"  but  a  bill  of  lading 
draft  is,  even  after  the  documents  have  been  released,  pro- 
vided the  drawee  accepts  the  draft  upon  or  before  surrender 
of  the  documents.  If  the  bank  buys  its  own  acceptance,  a 
direct  advance  practically  occurs,  hence  it  need  not  be  in- 
cluded in  the  aggregate  of  acceptances  outstanding,  while 
the  limiitations  of  section  5200,  U.S.E.S.,  governing  loans  to 
one  interest,  supersede  the  restriction  just  sketched. 

Maturity  provisions  are  likewise  of  great  importance.  The 
Act  limits  the  maximum  maturity  of  any  acceptance,  whether 
foreign  or  domestic,  to  six  months,  but  this  does  not  refer 
to  the  commercial  letter  of  credit  under  which  they  are 
created,  although  no  bill  can  be  drawn  with  express  agree- 
ment that  it  shall  be  renewed  at  maturity.  The  Board  calls 
attention  to  the  necessity  of  limiting  maturity  to  the  usual 
or  customary  period  required  to  finance  the  underlying  trans- 
action or  to  effect  reasonably  prompt  sale,  shipment,  or  dis- 
tribution. Further  limitation  is  accomplished  indirectly,  by 
linking  it  directly  to  the  underlying  transaction.  Domestic 
acceptances  must  have  attached  at  time  of  acceptance,  either 
shipping  documents  conveying  or  securing  title,  or  warehouse 
receipts,  or  other  such  documents  conveying  or  securing  title 
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covering  readily  marketable  staples.  These  documents  may- 
be released  upon  trust  receipt,  or  agreement  to  deposit  the 
proceeds  of  the  sale  of  the  goods  with  the  accepting  bank, 
and  not  to  use  such  proceeds  for  any  other  purpose.  Fur- 
thermore, acceptance  in  connection  with  storage  is  designed 
particularly  to  aid  in  crop  marketing;  and  the  Board's  defi- 
nition of  a  readily  marketable  staple  bars  the  great  majority 
of  manufactured  products.  Acceptances  may  be  created  only 
against  shipments  of  such  products.  Thus  domestic  accept- 
ances are  safeguarded  more  carefully  than  are  those  arising 
from  foreign  trade,  in  the  effort  to  avoid  the  acceptance 
being  used  merely  as  another  means  of  obtaining  general 
working  capital  or  withholding  goods  from  market.^" 

Since  1922,  the  Board's  Regulation  A,  governing  redis- 
count of  bankers'  acceptances,  permits  the  reserve  banks 
considerable  latitude  in  the  exercise  of  discretion  and  judg- 
ment; the  accepting  bank  need  not  be  furnished  shipping 
documents.  They  are  authorized  to  rediscount  only  such 
acceptances  as  member  banks  are  authorized  to  create  under 
section  13  of  the  Act,  but  with  a  maturity  of  three  months, 
or,  for  agricultural  paper,  six  months.  In  regard  to  open 
market  purchases,  governed  by  the  Board's  regulation  B 
(interpreting  section  14  of  the  Act),  reserve  banks  may  also 
purchase  acceptances  which  they  are  not  authorized  to  redis- 
count. These  may  be  made  by  nonmembers  or  by  state  bank 
members  under  powers  not  conferred  by  section  13.  There 
are  two  additional  classes,  which  must  conform  in  other 
particulars  to  applicable  provisions  of  Regulation  A.  These 
include  bankers'  acceptances  growing  out  of  transactions  in- 


10  In  contrast  hereto,  it  may  be  pointed  out  that  the  Board  permits 
acceptance  of  a  draft  accepted  after  the  goods  reach  their  destination, 
if  created  to  finance  sale  and  distribution  on  usual  credit  terms  of 
imported  and  exported  goods.  Again,  reversing  a  1920  ruling  in  1926, 
the  Board  permits  a  bank  to  accept  drafts  drawn  upon  it  by  other 
banks  against  the  security  of  import  or  export  bills  of  exchange  pre- 
viously discounted  by  them,  provided  the  drafts  are  drawn  before  the 
underlying  transactions  are  completed  by  having  the  goods  arrive  at 
the  final  destination  named  in  the  export  shipping  document.  A  non- 
member  bank  must,  however,  agree  to  inform  the  reserve  bank  upon 
request  concerning  the  transaction  underlying  the  acceptance,  besides 
furnishing  a,  satisfactory  statement  of  its  own  condition. 
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volving  importation  or  exportation  of  goods  and  maturing 
in  not  over  six  months;  and  bankers'  acceptances  growing 
out  of  a  transaction  involving  storage  within  the  United 
States  of  goods  actually  under  contract  for  sale  and  not  yet 
delivered  or  paid  for,  provided  the  acceptor  is  secured  by 
pledge  of  such  goods.  Whichever  class  it  belongs  to,  the 
acceptance  must  be  accepted  by  the  drawee  prior  to  purchase ; 
must  be  accompanied  by,  or  secured  by,  shipping  documents 
or  warehouse,  terminal,  or  similar  receipts  conveying  security 
title ;  or  must  bear  a  satisfactory  bank  indorsement. 
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CHAPTER  XVIII 

INSURANCE  IN  RELATION  TO  CREDIT 

Risk  is  inherent  in  all  business.  Precautionary  measures 
may  be  taken,  but  they  serve  only  to  reduce  the  risk  to  a 
minimum,  not  to  eliminate  it.  Insurance  is  the  outgrowth 
of  the  desire  on  the  part  of  business  men  to  mitigate  the 
results  of  a  loss,  caused  by  circumstances  over  which  they 
have  no  control.  Insurance  applies  the  law  of  averages, 
by  taking  a  relatively  small  contribution  from  each  individual 
and  using  these  contributions  to  pay  the  losses  of  that  per- 
centage of  the  individuals,  which  experience  has  shown  will 
suffer  a  loss.  During  a  given  period  the  law  of  averages, 
modified  by  the  actual  experience  of  the  particular  type  of 
insurance  risk  involved,  determines  the  rate  that  the  con- 
tributing individuals  must  pay  for  their  mutual  protection. 
This  is  the  system  used  by  the  underwriters  of  both  the  mutual 
and  stock  companies.  By  contributing,  the  individual  insurer 
substitutes  a  certain  payment  as  protection  against  a  possibly 
disastrous  loss.  Modern  insurance  is  divided  roughly  into 
two  classes.  First,  the  insurances  which  protect  against 
property  losses  and  second,  those  which  provide  for  payments 
in  the  event  of  the  death  or  injury  of  a  person.  To  a  business 
and  its  creditors  insurance  properly  placed  and  intelligently 
followed  up  guarantees  not  only  the  capital  of  the  business 
but  can  also  guarantee  the  profits,  the  overheads,  and  that 
freedom  from  legal  entanglements,  due  to  accidents,  which 
is  the  very  foundation  of  a  good  credit  risk.  Insurance, 
inasmuch  as  it  actually  creates  a  reserve  for  contingencies, 
strengthens  the  credit  risk  and  to  the  credit  man  should  be 
absolutely  essential  when  the  risk  is  weak  and  desirable  when 
it  is  strong.  Adequate  insurance,  so  placed  as  to  protect 
a  business  against  all  normal  hazards,  is  usually  good  evidence 
of  a  management  far-seeing,  forehanded,  and  conservative. 
The  National  Association  of  Credit  Men  has  prepared  a  form 
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INSURANCE  STATEMENT 

OF 


(Fom  adopted  »nd  rccommEndrf  by  Nallond  AiiikuIIsb  oI  Cr«Jit  M«i) 

this  suiument  is  submitted  to  jou  to  supplement  our  Financial  and  Proi.m>  Statement  in  order  that  you  may  accurauly 
iui$e  my  (out)  insurance  coverages  for  the  f.urpoie  i/  Extending  credit  accommodaiioiu 

1.  If  a  partnership,  do  you  carry  Business  Life  Insurance? . —  HoW  much? 

Does  this  insurance  also  provide  accident  protection? r. - ' 

2.  Is  the  treasurer  bonded,  and  for  how  much?— 


3.    Do  you  carry  Fidelity  Bonds  or  Dishonesty  Insurance?.: State  whether  Individual,  Scheduled 

or  Blanket 


4.    If  automobiles  are  used  in  your  business,  are  they  covered  by  LiabiUty  Insurance?- 

y.    If  a  store,  is  General  Liability  Insurance  carried?—— 

6.    Are  the  elevators  insured  for  Public  Liabih'ty?_ 


7.    What  are  the  values  of  the  property,  and  how  much  Fire  Insurance  is  carried? 

Property  values  $_ ..— Insurance  carried  $ 

What  co-insurance  is  on  the  Fire  Insurance  policies?  

List  companies  with  which  you  cany  insurance 


8.    Is  Business  Interruption  Insurance  carried?— 


If  there  is  a  lease,  is  the  leasehold  interest  insured? J. 
Is  the  rental  income  insured  for  loss  by  fire?— 


Is  building  sprinklered? Name  system  . 


If  building  is  sprinklered,  and  stock  susceptible  to  water  damage,  is  Sprinkler  Leakage  Insurance  carried? 


11.  If  oil  heater  or  gas  on  premises,  is  Explosion  Insurance  carried?  » 

12.  Are  goods  in  transit  insured? 


13.    Are  you  protected  by  Check  Alteration  and  Forgery  Insurance?— 
Is  Burglary  and  HtJd-Up  Insurance  carried?— 


14.    When  were  your  various  insurance  polides  last  examined  or  gone  over  by  an  insurance  expert?— 


17.     What  other  insurance  do  you  carry?— 


The  foregoing  statement  has  been  carefully  read  by  the  undersigned  (both  the  printed  and  written  matter),  and  is  in  all 
respects  complete,  accurate  and  truthful.    It  discloses  to  you  the  true  stat£  of  my  (ourX  insurance  coverages  on  the 


day  of  1°  Since  that  time  there  has  been  no  material  unfavorable  change  in  my  (our)  insurance  coverages;  and  if  any 

such  change  takes  place  I  (we)  will  give  you  notice.    Until  such  notice  is  given,  you  are  to  regard  this  as  a  continuing  statement 


Address Town -.  State- 
Dated  at this day  of 

Business  engaged  in — . — _ 


(Name  of  Firm  or  Corporation)  _. 


Signed  by— ^ 


Fig.  28.    Insueanoe  statement  form,  eecommended  by  the 
National  Association  of  Credit  Men 

o£  Statement  of  Insurance  Carried  which  is  reproduced  in 
Figure  28. 

Fire  Insurance 

Protection  against  loss  from  fire  is  considered  the  funda- 
mental form  of  insurance.    It  is  just  as  important  to  protect 
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the  merchandise  in  the  possession  of  the  buyer  as  it  was  to 
have  it  protected  when  in  the  custody  of  the  seller.  It  is 
equally  as  important  that  the  other  physical  assets,  which 
represent  the  buyer's  capital  and  on  which  the  seller  has 
advanced  credit,  should  be  protected.  In  the  great  mass 
of  business  enterprises,  capital  assets,  other  than  land,  repre- 
sent a  large  portion  of  the  merchant's  all,  and  it  is  a  rare 
case  where  a  merchant,  who  has  not  insured  his  capital 
assets,  suffers  a  fire  loss  that  he  is  able  to  discharge  his  in- 
debtedness in  full.  Moreover,  after  such  an  uninsured  fire 
loss,  little  or  nothing  usually  remains  with  which  to  start 
over  again  to  recoup  his  losses. 

Inasmuch  as  most  states  have,  by  statute,  adopted  a  stand- 
ard form  of  fire  insurance  contract,  the  credit  man  usually 
has  to  concern  himself  only  with  the  description  of  the  prop- 
erty insured  and  the  adequacy  of  the  coverage  provided.  He 
should  be  conversant  with  the  various  coinsurance  clauses 
so  that  he  can  determine  whether  the  merchant  is  overinsured, 
and  therefore  wasting  good  money  on  premiums,  or  is  under- 
insured,  and  thereby  laying  himself  open  to  a  loss  which 
will  render  him  unable  to  meet  his  obligations.  He  must 
bear  in  mind  always  that  what  the  insurance  policy  covers 
is  the  actual  cash  value  of  the  property  on  the  day  of  the 
fire  and  not  the  book  value.  This  question  of  the  cash  value 
of  the  property  must  always  be  in  the  credit  man's  mind 
and  its  effect  in  the  event  of  a  fire  is  best  illustrated  by  a 
recent  warehouse  loss.  In  the  warehouse  was  stored  approxi- 
mately 80,000  pounds  of  copper  wire  which  had  been  pur- 
chased, and  inventoried  on  the  books  of  the  company,  at 
20  cents  a  pound.  On  the  day  of  the  fire,  however,  the  price 
of  copper,  quoted  on  the  open  market,  was  only  10  cents 
a  pound.  The  basis  of  settlement  on  which  this  fire  loss  was 
adjusted  was  10  cents  a  pound  or  a  net  loss  to  the  insuring 
company  of  $8,000.  If,  however,  the  reverse  situation  had 
occurred  and  the  price  of  copper  had  risen  from  10  cents  a 
pound  to  20  cents  a  pound  and  the  insuring  company  had  not 
taken  out  additional  insurance  to  cover  the  enhanced  value 
of  the  copper  wire  it  would  have  become  a  coinsurer  with  the 
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insurance  company  to  approximately  the  same  loss  of  $8,000. 

The  two  normal  methods  of  insuring  both  buildings  and 
their  contents  are  known  as  specific  and  blanket  coverage. 
In  most  instances  there  is  a  differential  between  the  building 
rate  and  the  contents  rate  and  in  order  to  take  advantage 
of  this  differential  many  concerns  itemize  their  building 
values  and  their  contents  values  separately,  by  individual 
locations.  This  same  advantage  of  differential  may  be  taken 
under  blanket  insurance  where  a  sworn  statement  of  the 
building  values  and  contents  values  is  filed  with  the  proper 
authorities,  who  in  turn  will  promulgate  an  average  rate 
for  the  combined  risk.  Where  it  is  impossible  to  file  such 
a  sworn  statement  blanket  insurance  may  be  purchased  by 
paying  the  highest  rate  for  any  of  the  items  which  are  to  be 
included  in  the  blanket  coverage.  In  certain  sections  of  the 
coujitry  the  so-called  coinsurance  clauses  are  mandatory, 
while  in  others  so-called  flat  insurance  is  permitted.  If  the 
credit  man  understands  insurance  he  will  be  able  to  help 
his  customer  by  advising  him  as  to  the  necessary  amount 
of  insurance  he  must  carry  to  protect  adequately  his  own 
risk  and  he  should  also  be  in  a  position  to  advise  him  in 
regard  to  lower  rates  and  proper  forms  of  coverage.  The 
credit  man  must  keep  in  touch  with  the  general  conditions 
of  his  customer's  business  to  see  to  it  that  no  change  in 
operation  or  additions  to  equipment  invalidate  his  customer's 
insurance  policies. 

In  order  to  obtain  lower  insurance  rates  many  businesses 
have  installed  so-called  sprinkler  systems  in  their  plants  and 
offices.  This  system  consists  of  water  pipes  with  sprinkler 
heads  at  strategic  points  which  will  open  at  a  given  rise  in 
temperature.  Inasmuch  as  these  sprinkler  heads  have  fre- 
quently been  known  to  operate  independently  of  any  change 
in  temperature,  the  wise  credit  man  will  see  to  it  that  his 
customer  carries  sprinkler  leakage  insurance  where  goods  of 
a  perishable  nature  are  stored  in  sprinklered  buildings. 

For  some  years,  the  National  Association  of  Credit  Men 
has  had  a  Fire  Insurance  and  Prevention  Committee.  The 
work  has  been  largely  educational  in  nature,  designed  to  bring 
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home  the  importance  of  reducing  fire  losses  and  of  carrying 
adequate  fire  insurance.  The  committee  has  concerned  itself 
with  accidental  fires  and  arson  cases.  The  annual  loss  from 
fires  in  the  United  States  is  appallingly  high.  Unfortunately 
many  of  the  fires  are  of  a  suspicious  origin  and  convictions 
for  arson  are  all  too  few  and  hard  to  obtain.  It  is  the  com- 
mon experience  of  fire  insurance  companies  that  when  busi- 
ness failures  are  high,  fire  losses  automatically  increase ;  and 
as  business  gets  better  fire  losses  diminish.  The  credit  man 
must  realize  that  there  is  a  direct  relation  between  business 
failures  and  fire  insurance  losses.  He  should  cooperate  with 
the  insurance  companies  in  their  efforts  to  stamp  out  arson. 
He  should  be  ready  and  willing  to  cooperate  with  the  bureaus 
established  by  the  insurance  companies  whose  duty  it  is  to 
examine  and  approve  risks.  He  should  realize  that  a  more 
careful  selection,  and  elimination  of  the  undesirable  risks, 
from  the  insurance  field,  means  fewer  losses  and  lower 
premiums  for  all  worthy  business  concerns,  as  well  as  ad- 
vantage to  business  in  general. 

Flat  Insurance  and  Coinsurance 

In  the  preceding  section  reference  was  made  to  fiat  insur- 
ance and  coinsurance.  Flat  insurance  is  the  privilege  granted 
to  the  insurer,  by  the  insurance  company,  to  insure  only  as 
much  of  his  property  as  he  desires.  The  application  of  this 
rule  is  exemplified  as  follows :  Merchant  A  has  a  fire  resistive 
warehouse  worth  $25,000,  in  which  he  stores  $10,000  of  non- 
combustible  articles  and  $15,000  of  combustible  material.  He 
decides  that  probably  the  greatest  risk  to  his  building  is 
from  lightning,  protection  against  which  is  granted  without 
charge  under  all  fire  insurance  policies.  He  believes  that 
the  greatest  damage  is  to  the  stack  of  the  building  worth 
$5,000.  He  therefore  places  a  $5,000  policy  on  the  building. 
The  insurance  company  in  turn  agrees  to  pay  him,  in  the 
event  of  a  partial  or  total  loss,  any  loss  that  he  may  sustain 
up  to  the  face  of  the  $5,000  policy.  Having  $10,000  of  non- 
combustible  articles  and  $15,000  of  combustible  he  places 
a  $15,000  policy  on  the  contents  of  his  building,  the  fire 
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insurance  company  entering  into  the  same  contract  in  the 
event  of  a  loss  to  the  contents  of  the  building. 

Where  coinsurance  is  mandatory  an  entirely  different  situ- 
ation exists.  The  coinsurance  clause  is  a  contract  between 
the  assured  and  the  insurance  company  that  he  will  at  all 
times  maintain  insurance  equal  to  the  ratio  that  the  per- 
centage specified  in  the  coinsurance  clause  bears  to  the  total 
value  of  the  building  or  contents  insured.  The  usual  per- 
centages specified  are  80  to  90  per  cent  and  100  per  cent, 
though  under  special  policies  and  for  special  reasons  other 
percentages  may  be  used.  The  coinsurance  clause  appUes 
only  in  the  case  of  a  partial  loss.  It  is  actually  an  agree- 
ment on  the  part  of  the  insurance  company  that  in  the  event 
of  a  partial  loss,  if  the  assured  has  carried  the  mandatory 
amount  of  insurance,  the  insurance  company  will  then  pay 
his  partial  loss — 100  cents  on  the  dollar.  If,  however,  he 
has  carried  less  than  the  required  percentage  the  insurance 
company  will  only  pay  that  proportion  of  his  loss  represented 
by  the  ratio  between  the  percentage  of  value  insured  and 
that  provided  for  in  the  coinsurance  clause.  The  following 
equation  can  be  used  for  test  purposes : 

AX  C 

=r 

B 

Where  A  =  Percentage  of  actual  cash  value  insured 

B  =  Percentage  specified  in  coinsurance  clause 

C  =  Loss 

Y  =  Recovery 

The  coinsurance  clause  never  applies  in  the  case  of  a  total 
loss.  When  a  total  loss  occurs  and  the  merchant  can  prove 
his  values  have  been  equal  to,  or  greater  than,  the  policy 
carried  the  insurance  company  pays  the  face  of  the  policy. 
In  order  to  provide  against  fluctuating  values  many  mer- 
chants use  a  policy  with  the  80  per  cent  clause  and  carry 
100  per  cent  of  the  insurable  value  of  their  property.  In 
this  way  they  obtain  the  credit  for  the  use  of  the  80  per 
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cent  clause  and  actually  protect  themselves  against  an  inven- 
tory increase  up  to  125  per  cent. 

Policy  Form 

One  of  tlie  most  important  features  of  all  insurance  where 
more  than  one  policy  covers  the  same  risk  is  that  of  concur- 
rent policies.  The  rule  is  that  all  policies  covering  on  a 
given  risk  must  describe  the  property  involved  or  the  risk 
covered  in  the  same  terms.  They  must  be  written  at  the 
same  basic  rate.  They  must  cover  at  the  same  location.  They 
must  carry  the  same  permissions  and  prohibitions.  Many 
unsatisfactory  loss  settlements  have  been  made  because  all 
policies  were  not  concurrent  and  therefore  certain  of  the 
policies  were  invalidated  and  did  not  protect  the  property 
which  they  were  intended  to  insure.  The  credit  man  must 
assure  himself  that  all  policies  covering  on  goods  or  property 
on  which  he  is  advancing  credit  are  concurrent  as  to  form 
and  description. 

Other  Classes  of  Property  Insurance 

It  is  possible  to  insure  against  practically  every  form  of 
loss.  The  well-planned  insurance  program  will  include  only 
those  classes  of  insurance  which  can  be  appropriately  ap- 
plied to  the  needs  and  circumstances  of  the  business  in  ques- 
tion. The  more  important  classes  of  property  insurance  are 
as  follows: 

Use  and  occupancy  insurance.  This  protects  the  business 
against  the  loss  of  the  use  of  its  properties  following  a  fire, 
or  it  may  be  written  against  the  risk  of  tornado,  electrical 
break-down,  steam  boiler  explosion  or  practically  any  other 
cause  which  can  be  imagined.  It  is  designed  to  reimburse 
the  business  for  the  loss  of  revenue  necessary  to  pay  those 
items  of  fixed  overhead  which  must  necessarily  continue  while 
the  business  is  being  rehabilitated. 

Use  and  occupancy  insurance  is  usually  written  with  a 
coinsurance  clause  varying  from  50  per  cent  to  100  per  cent. 
The  items  that  enter  into  the  amounts  of  insurance  necessary 
to  carry  are  plant,  office,  and  sales  payroll  which  cannot  be 
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dispensed  with,  even  though  manufacturing  has  ceased ;  inter- 
est on  mortgages,  dividends,  taxes,  and  all  other  fixed  charges 
which  are  inherent  to  the  business. 

Profit  insurance.  This  is  designed  to  reimburse  the  busi- 
ness for  the  difference  between  manufacturing  costs  or  pur- 
chase costs  and  retail  sales  prices,  as  it  is  impossible  to  insure 
property  for  more  than  it  actually  cost  the  possessor  at  the 
time  of  the  fire.  It  will,  however,  not  protect,  and  no  insur- 
ance has  been  designed  to  protect  the  merchant  against  the 
intangible  loss  due  to  disorganization  or  the  loss  of  his 
customers. 

Biot,  strike,  and  civil  commotion  insurance.  There  is  a 
distinct  break  in  the  standard  fire  insurance  policy  in  that 
all  such  policies  refuse  to  pay  any  loss  caused  directly  or 
indirectly  by  riot,  strike  and  civil  commotion.  There  has, 
therefore,  been  designed  a  standard  riot,  strike,  and  civil 
commotion  policy  which  is  written  with  coinsurance  clauses 
at  greatly  reduced  rates  from  the  normal  fire  insurance  rates 
and  which  picks  up  the  gap  left  in  the  fire  policy.  The  bases 
of  estimating  the  values  to  be  carried  are  the  same  as  those 
for  a  normal  fire  insurance  policy. 

Tornado  insurance.  This  insurance,  as  its  name  indicates, 
is  designed  to  protect  against  loss  caused  by  tornado  or 
windstorm  and  is  often  extended  to  cover  loss  caused  by 
hail.  It  is  an  important  insurance  in  certain  parts  of  the 
country,  particularly  where  large  area  frame  or  frame  and 
glass  buildings  are  involved.  It  is  also  written  with  heavy 
coinsurance  clauses  which  tend  to  reduce  the  rate. 

Water  damage  and  rain  insurance.  While  these  two  in- 
surances are  distinct  in  their  application  and  are  written 
under  quite  dissimilar  forms  they  are,  however,  allied  and 
are  particularly  applicable  to  a  seasonable  business  which 
may  be  subject  to  flood  conditions  or  to  a  business  whose 
sales  will  be  adversely  affected  by  rain. 

Inland  marine  and  transportation.  Under  this  form  come 
all  classes  of  insurance  which  protect  goods  in  transit  or  in 
temporary  storage.  All  articles  of  a  precious  or  semiprecious 
nature,  such  as  jewelry,  furs,  pictures,  and  silverware,  are 
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normally  insured  under  an  inland  marine  policy  while  either 
in  storage  or  in  transit.  Rates  and  form  of  coverage  are 
nearly  always  a  matter  of  adjustment,  to  meet  the  particular 
situation  or  conditions  involved  and  the  credit  man  handling 
lines  of  this  character  should  he  particularly  careful  to 
familiarize  himself  with  this  form  of  insurance. 

Burglary  insurance.  Under  this  form  and  allied  with  it 
are  all  the  forms  of  insurance  to  protect  a  business  against 
the  risks  of  burglary,  theft,  larceny,  and  holdup. 

Fidelity  insurance.  This  form  of  insurance  protects  the 
employer  against  the  loss  of  monies  or  goods  through  the  dis- 
honest act  or  acts  of  employees.  Rates  and  forms  are  stand- 
ard and  the  cost  of  the  insurance  is  small  compared  to  the 
protection  extended.  It  is  a  very  necessary  form  of  insur- 
ance, as  many  small  businesses  have  been  completely  wiped 
out  through  the  dishonest  act  of  some  trusted  employee. 

Life  insurance  and  personal  injury.  A  comparatively  new 
development  in  the  life  insurance  field  is  that  of  business 
insurance  or  partnership  insurance.  Life  insurance  on  the 
lives  of  key  men  in  a  business,  or  partners  in  a  partnership, 
is  purchased  by  the  business  or  partnership  to  act  as  a  shock 
absorber  in  the  event  of  the  unexpected  death  of  the  indi- 
vidual. The  death  of  a  key  salesman  may  mean  the  loss  of 
$100,000  a  year  to  the  house.  This  can  be  insured  against 
to  a  certain  extent  by  insuring  the  life  of  that  salesman 
for  an  amount  equivalent  to  several  years '  profits.  A  partner 
may  own  25  per  cent  of  the  business  in  which  he  is  inter- 
ested. It  is  important  that  this  25  per  cent  does  not  pass 
to  his  heirs.  A  life  insurance  policy  can  be  taken  out  on 
the  life  of  the  partner  equivalent  to  the  value  of  his  25  per 
cent  interest  and  a  contract  entered  into  by  which  in  the 
event  of  his  death  his  heirs  will  receive  the  proceeds  of  the 
life  insurance  policy  and  the  surviving  partner  or  partners 
will  take  over  his  25  per  cent  interest.  This  also  applies  in 
the  case  of  a  corporation  where  an  individual  holds  shares 
of  stock  and  it  is  essential  they  do  not  pass  out  of  the  control 
of  the  business  at  his  death.  Another  commercial  usage  of 
life   insurance  is  the  insuring  of  the  lives  of  contracting 
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parties  to  assure  compensation  in  the  event  of  nonfulfill- 
ment of  a  contract  through  the  death  of  one  of  the  contracting 
parties. 

Two  features  of  such  life  insurance  must  not  be  lost  sight 
of:  the  payment  of  the  premium  is  a  legitimate  deduction 
from  income  tax  returns,  and  the  cash  values  accumulated 
by  such  policies  may  be  used  to  obtain  loans  in  time  of 
temporary  need.  It  is  usually  considered  important  when 
taking  out  business  life  insurance  that  the  beneficiary  be  made 
irrevocable,  and  this  is  only  just,  inasmuch  as  it  is  the  busi- 
ness which  is  paying  the  premium.  For  a  small  additional 
premium  provision  may  be  made  against  the  total  disability 
of  the  assured,  and  for  the  waiver  of  premiums  after  such 
disability  occurs.  In  the  event  of  such  disability  the  business 
could  (only  if  so  fixed  by  contract — all  disability  benefits 
go  to  assured)  then  receive  one  per  cent  of  the  face  of  the 
policy  as  a  monthly  income  during  the  period  of  disability 
and  on  the  death  of  the  disabled  person  would  still  receive 
the  face  value  of  the  policy. 

Careful  consideration  should  be  given  to  the  availability 
of  the  insurance  to  pay  debts  due  creditors.  In  bankruptcy 
the  life  insurance  policy  is  regarded  as  an  asset  of  the  busi- 
ness in  the  following  instances:  when  the  business  is  the 
beneficiary;  in  some  jurisdictions,  when  the  bankrupt  is  the 
insured  and  has  retained  the  right  to  change  the  beneficiary ; 
and  when  the  premiums  have  been  paid  from  the  funds  of 
the  business.  But,  under  the  Bankruptcy  Act,  the  bankrupt 
receives  the  exemption  granted  him  by  the  laws  of  the  state 
wherein  he  resides.  In  New  York,  e.g.,  a  1927  amendment 
to  the  Insurance  Law  precludes  a  trustee  in  bankruptcy 
(of  a  bankrupt  resident  of  New  York)  from  reaching  a  policy 
on  the  bankrupt's  life,  where  the  policy  is  payable  to  a  desig- 
nated beneficiary,  even  though  the  bankrupt  has  reserved  the 
right  to  change  the  beneficiary.  Similar  observations  apply 
to  forced  collection.  One  of  the  first  queries  usually  addressed 
to  the  judgment  debtor  in  supplementary  proceedings  is 
whether  or  not  he  carries  any  life  insurance ;  this  is  for  the 
purpose  of  discovering  whether  the  judgment  creditor  can. 
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under  the  state  law  and  the  terms  of  the  policy,  recover  the 
surrender  value  of  the  policy. 

Public  Liability  Insurance 

Under  this  general  heading  come  all  the  insurances  which 
guarantee  to  the  assured  that,  if  through  the  operation  of  his 
business  or  his  personal  acts  any  person  or  persons  are  in- 
jured or  killed,  the  insurance  company  will  defend  any  suit 
brought  against  him,  whether  groundless  or  not,  and  in  the 
event  of  judgment  being  rendered  against  him,  will  pay  all 
costs  assessed  and  will  pay  the  judgment  up  to  the  limits  of 
liability  named  in  the  policy.  The  credit  man  should  bear 
in  mind  that  the  greatest  costs  for  these  insurances  is  in  what 
are  known  as  the  low  limits,  policies  usually  being  written  to 
read  $10,000  any  one  person,  $20,000  any  one  accident.  In 
view  of  the  present  verdicts  of  juries  it  is  well  to  carry  high 
limits,  as  the  increased  cost  is  relatively  small.  It  can  be 
seen  that  a  judgment  of  $50,000  or  $100,000  assessed  against 
a  small  business  could  easily  wipe  it  out. 

Compensation  Insurance 

In  practically  every  state  compensation  insurance  is  manda- 
tory, although  some  few  states  still  use  what  is  known  as  the 
Employers'  Liability  Act.  Compensation  insurance  is  de- 
signed first  to  guarantee  to  the  employee  that  if  he  be  in- 
jured or  taken  sick  as  a  result  of  his  occupation  he  will  re- 
ceive a  fixed  reimbursement  depending  upon  the  extent  of  his 
injury.  At  the  same  time  it  relieves  the  employer  of  the 
danger  of  unjust  judgments  obtained  against  him  by  an  un- 
scrupulous employee.  Different  states  have  different  require- 
ments under  the  Compensation  or  Employers'  Liability  Act, 
but  it  is  safe  to  say  that  any  employer  of  labor,  carrying  more 
than  five  working  hands,  should  protect  himself  by  taking  out 
either  Compensation  insurance  or  adequate  Employers'  Lia- 
bility coverage.  The  failure  to  carry  this  insurance  in  states 
where  it  is  mandatory  may  result  in  severe  penalties  being 
assessed  against  the  employer  in  the  event  of  injuries  or  occu- 
pational disease  suffered  by  his  employees. 
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Credit  Insurance 

Credit  losses  are  a  corollary  of  the  credit  system.  The 
proposition  has  been  submitted  that  if  there  were  no  credit 
there  would  be  no  debt,  and  it  is  recognized  that  the  extension 
of  credit  carries  with  it  the  certainty  of  losses  from  uncol- 
lectible accounts.  Wherever  credit  has  been  given,  losses  have 
followed.  The  test  of  the  premise  that  losses  are  aji  inevitable 
result  of  giving  credit,  is  afforded  in  the  experience  of  any 
concern  for  a  given  number  of  years ;  and  the  averages  of  this 
experience  prove  that  bad  debts  baffle  the  prescience  of  the 
credit  man  and  the  best  developed  systems  of  credit-office  ad- 
ministration. Losses  may  be  greatly  minimized  through  effi- 
cient management,  but  the  intangible  forces  that  enter  into 
credit  transactions  disparage  the  complete  avoidance  of  credit 
losses. 

The  credit  man's  objective  point  is  the  reduction  of  losses 
to  a  reasonable  figure.  When  he  succeeds  in  holding  bad 
debts  within  a  percentage  regarded  as  a  normal  loss  in  his 
trade,  without  unduly  restricting  sales,  he  exhibits  the  type 
of  ability  necessary  in  credit  work.  A  moderate  percentage 
of  credit  losses  is  regarded  as  a  certainty,  to  the  same  extent 
as  depreciation  in  the  value  of  goods  is  expected.  These  two 
elements  of  loss  are  looked  for  in  every  commercial  calling, 
and  provision  made  to  cover  them  by  adding  to  the  selliug 
price  of  all  goods  the  percentage  of  loss  the  firm  will  normally 
sustain  from  these  causes.  This  method,  which  is  a  systetfl 
of  insurance,  results  in  an  added  cost  to  the  consumer;  so 
that,  as  an  economic  proposition,  the  entire  human  family  is 
charged  with  the  fortuitous  losses  of  commerce. 

Credit  losses  being  regarded  as  a  certainty,  it  is  natural 
that  efforts  should  be  made  to  protect  the  losers.  Losses  from 
fire,  marine  disasters,  accidents  to  life,  and  other  causes  occur 
with  a  regularity  that  enables  those  interested  to  compute 
with  reasonable  accuracy  the  average  losses  due  to  them  in  a 
stated  period.  A  commercial  enterprise  may  suffer  a  loss  from 
fire  only  once  in  a  long  career;  it  may  never  have  such  a 
loss ;  but  if  it  be  engaged  in  credit  business,  there  will  in  all 
probability  be  losses  from  bad  debts  every  year.     The  ques- 
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tion  arises,  Why  should  not  the  same  care  be  taken  to  protect 
sufferers  from  credit  losses  as  to  compensate  for  losses  from 
fire  and  other  casualties,  which  are  the  result  of  the  negli- 
gence, ignorance,  and  moral  delinquency  of  individuals,  or 
the  disturbances  of  nature?  The  means  suggested  for  doing 
this  are  comprehended  in  credit  insurance. 

Development  of  Credit  Insurance 

As  early  as  1885  and  1886,  New  York,  New  Jersey,  and 
Louisiana  enacted  legislation  permitting  the  incorporation  of 
companies  to  issue  policies,  contracts  or  bonds  of  indemnity 
against  losses  to  those  engaged  in  giving  credit.^  In  1889 
was  formed  the  United  States  Credit  System  Company  of 
New  Jersey,  the  first  company  which  operated  for  any  length 
of  time.  Even  to-day  only  four  companies  write  credit  in- 
surance: the  American  Credit  Indemnity  Company,  incorpo- 
rated in  New  York  in  1893,  to  succeed  an  earlier  company 
started  two  years  before,  which  confines  its  business  exclu- 
sively to  this  field ;  the  Ocean  Accident  and  Guarantee  Corpo- 
ration (Ltd.),  writing  multiple  lines,  which  first  established 
a  credit  insurance  department  in  the  United  States  in  1895 ; 
the  London  Guarantee  and  Accident  Company  (Ltd.),  like- 
wise writing  multiple  lines,  which  entered  the  field  in  1905; 
and  the  National  Surety  Company,  whose  entrance  dates  only 
from  1922.  During  the  last  fifteen  years  four  other  com- 
panies entered  the  field  and  then  abandoned  it.  Despite  the 
small  number  of  companies,  credit  insurance  is  further  de- 
veloped in  the  United  States  than  in  any  other  country. 

Prior  to  1898,  the  business  was  experimental,  restricted  in- 
surance being  written  at  low  premium  rates.  In  that  year, 
the  National  Bankruptcy  Act  was  passed,  and  policies  were 
broadened  to  cover  all  forms  of  insolvency.  From  time  to 
time  they  have  been  further  liberalized.  Unlimited  policies 
were  introduced  in  1916,  and  a  collection  service,  whereby 
accounts  are  placed  with  the  company  for  collection,  has  also 
been  inaugurated.    Most  important,  however,  was  the  prepara- 

1  S.  B.  Ackerman  and  J.  J.  Neuner,  Credit  Insurance  (New  York, 
1924),  p.  5.     Foreign  credit  insurance  is  treated  in  Chapter  XXI. 
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tion  of  a  manual,  first  issued  in  April,  1919,  and  revised  from 
time  to  time,  devised  to  provide  a  uniform  underwriting  basis 
for  rates  in  the  light  of  previous  experience,  but  appljdng 
especially  to  new  policies  rather  than  to  renewals.  Special 
policy  forms,  to  meet  various  requirements,  have  been  ren- 
dered possible  by  the  compilation  of  these  statistics. 

The  amount  of  credit  insurance  is  still  very  small  in  rela- 
tion to  total  credit  outstanding.  Little  actual  increase  was 
recorded  between  1902  and  1915,  the  premiums  aggregating 
$1,629,042  received  by  the  companies  in  1902  even  exceeding 
the  1915  figure  of  $1,395,713,  after  a  high  figure  of  $2,299,618 
had  been  reached  in  1908.  For  the  last  five  years,  premiums 
received  and  losses  paid  were  as  followed : 

Year  Premiums  Losses 

1925  $4,623,035  $1,586,414 

1926  4,925,525  1,843,051 

1927  4,600,253  2,530,965 

1928  4,877,487  2,525,672 

1929  4,828,781  1,882,696 

While  the  losses  shown  represent  only  abnormal  or  unexpected 
losses,  and  do  not  include  the  unknown  normal  losses  borne  by 
the  insured,  the  amount  is  obviously  small  when  compared 
with  total  failure  liabilities  in  1929  (Bradstreet's)  of  $628,- 
000,000,  as  compared  with  actual  assets  of  $351,100,000. 

Glasses  of  Policies 

Credit  insurance,  as  it  is  generally  known  to-day,  is  a 
guaranty  that  a  manufacturer  or  jobber  ^  shaU  not  suffer  from 
those  losses  occurring  because  of  the  insolvency  of  debtors 
coming  within  the  coverage  of  the  policy ;  that  is  to  say,  losses 
which  are  in  excess  of  the  normal  loss  incident  to  the  par- 
ticular business.  The  insuring  company  guarantees  to  pay 
the  policyholder  the  net  excess  over  this  normal  loss. 

In  addition  to  covering  only  abnormal  or  excess  losses,  the 
credit  insurance  policy  usually  contains  other  salient  features. 
These  may  be  summarized  as  f  oUows : 

2  Policies  are  not  issued  to  retailers. 
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1.  The  maximum  amount  covered  on  any  single  account  which 
the  insured  sells  is  specified  according  to  the  rating  of  the  debtor.' 

2.  Coinsurance  in  general  is  required. 

3.  Turther  coinsiu-ance  is  required  on  sales  by  the  insured  to 
inferior  rated  risks,  and  an  additional  premium  is  charged  for 
covering  such  risks. 

The  policy  also  may  or  may  not  contain  either  of  two  other 
features : 

1.  A  face  value  whieh  fixes  the  maximum  liability  of  the  com- 
pany. In  contrast  to  this  limited  policy  is  the  unlimited  form, 
which  sets  no  maximum  liability  or  aggregate  of  amounts  covered. 

2.  A  provision  for  collection  of  past  due  accounts  by  the  com- 
pany, which  relieves  the  policyholder  from  collecting  such  accounts 
and  proving  his  claims.  Tiling  of  accounts  may  be  optional  or 
compulsory.     The  noncollection  form  is  now  obsolete. 

"While  policy  forms  are  standardized  to  meet  different  needs, 
they  are  necessarily  highly  technical.  The  policy  contains 
both  the  insuring  agreement  and  the  conditions  and  stipula- 
tions— ^the  latter  including  topics  such  as  coverage,  definition 
of  insolvency,  notification  of  claims,  collection  of  accounts  (in 
collection  form  only),  final  statement  of  claims,  method  of 
adjustment,  and  riders. 

In  addition  to  the  general  coverage  or  blanket  forms  of 
policy  designed  to  cover  all  insurable  risks  (discussed  above), 
which  have  been  in  existence  since  credit  insurance  was  first 
written  in  the  United  States,  the  companies  for  some  years 
have  been  writing  approved  policies  permitting  a  single  ac- 
count or  any  selected  number  of  accounts  to  be  insured.  This 
is  really  specific  account  insurance,  which  considers  no  nor- 
mal losses,  and  was  previously  employed  abroad  for  several 
years. 

Coverage 

There  are  three  basic  and  interdependent  factors  in  credit 
insurance  underwriting,  viz. :  (1)  the  premium,  (2)  the  nor- 
mal loss,  and  (3)  the  coverage  or  insurance  afforded  on  speci- 

3  A  general  policy  may,  however,  be  open,  and  not  baaed  on  ratings 
at  all,  but  this   form   is   little  used. 
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Fig.  29.    Credit  insurance  coverage 
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2 

272 

3 

E 

20,000  to       35,000 

2 

2V2 

3 

3% 

F 

10,000  to       20,000 
5,000  to       10,000 

2V2 

3 
3 

31/2 

4 

G 

372 

4 

H 

3,000  to         5,000 

3 

372 

4 

J 

2,000  to         3,000 
1,000  to         2,000 

. . . 

3 
3 

372 

4 

K 

372 

4 

L 

500  to         1,000 

372 

4 

M 

Less  than  500 

372 

4 

Regular  ratings  shown  to  left,  inferior  ratings  to  right  of  heavy  line. 


fied  ratings.  The  premium  and  normal  loss  cannot  be  deter- 
mined until  there  is  first  ascertained  the  coverage  of  the 
policy  on  each  of  the  ratings  specified  in  the  "table  of  rat- 
ings" given  in  the  coverage  clause  of  the  policy.  When  these 
coverages  are  agreed  upon,  the  premium  and  the  normal  loss 
are  quickly  and  accurately  determined. 

Coverage  on  a  single  account  is  limited  by  the  company  in 
relation  to  the  ratings  of  approved  mercantile  agencies.  Be- 
sides Dun  and  Bradstreet,  these  include  a  number  of  special 
agencies. 

The  companies  divide  ratings  into  two  classes,  preferred 
(first  and  second)  and  inferior.  The  heavy  line  in  the  first 
table  of  Figure  29  separates  the  two  classes.  The  inferior 
credit  ratings  are  insurable  only  by  attachment  of  an  inferior 
coverage  rider  at  considerable  extra  cost,  and  the  policy  is 
called  a  combination  as  distinct  from  a  regular  policy.  In 
the  second  table  of  the  figure,  it  will  be  observed  that,  for 
the  first  credit  ratings,  maximum  abnormal  limits  are  set — 
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LIMITS  UNDER  DUF  EATINGS 

COVERAGE  LIMITS 

Regular  Ratings 

First  Credit  Ratings 

Second  Credit 

(See  Rule  10) 

Ratings 

Maximum 

Maximum 

Maximum 

Normal 

Abnormal 

Limits 

Aa+Al             $50,000 

$100,000 

Aa     1 

$35,000 

A+Al              40,000 

75,000 

A+1 

30,000 

A     Al               40,000 

60,000 

A     1 

25,000 

B+1                  35,000 

50,000 

B+lVa 

20,000 

B     1                 30,000 

40,000 

B      IV2 

20,000 

C+ 1                  25,000 

30,000 

C+  11/2 

15,000 

C      IVz              18,750 

25,000 

C     2 

12,000 

D+lVa              12,500 

20,000 

D+2 

10,000 

D     11/2                8,750 

15,000 

D     2 

7,000 

E     2                    5,000 

8,000 

E    2y2 

4,000 

F     2V2               2,500 

4,000 

F     3 

2,000 

G     3                    1,250 

2,000 

G     31/2 

1,000 

H     3                      750 

1,200 

H     3y2 

600 

J     3                       500 

800 

J     3% 

400 

K     3                      250 

400 

Blank     1                  30,000 

50,000 

Blank  1  not  in  excess  of  70%  of  the  highest  First  Single  Limit 
used,  nor  over  $50,000. 

Blank  2  not  in  excess  of  70%  of  the  highest  Second  Single  Limit 
used,  nor  over  $10,000.  Cannot  be  used  unless  Blank  1  also  used, 
except  in  H  and  N  policies. 


at  extra  cost — for  those  who  require  more  protection,  while 
maximum  limits  set  for  second  credit  ratings  are  less  than 
on  accounts  with  like  capital  but  first  class  ratings.  The 
proportions  decrease  as  capital  ratings  increase,  to  guard 
against  failure  of  purchasers  in  large  unit  sales. 

No  loss  is  covered  under  a  policy  unless  the  debtor  to  whom 
the  goods  were  shipped  is  rated  in  the  latest  book  of  the 
agency  selected.  A  rating  revised  by  the  agency,  if  the  in- 
sured has  a  copy  of  its  report,  governs  the  coverage.  If  a 
debtor's  name  does  not  appear  in  the  latest  book,  a  report 
published  within  four  months  before  or  after  shipment  gov- 
erns. Where  loss  occurs  on  an  account  not  covered  in  full, 
the  insured  may  collect  up  to  the  coverage  fixed  by  the  policy ; 
salvage,  if  any,  is  prorated  between  him  and  the  company. 
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Normal  Loss 

The  normal  loss  which  the  insured  must  bear  before  any 
of  the  provisions  of  the  policy  become  operative,  is  based 
upon  the  normal  loss  which  experience  indicates  may  be  ex- 
pected in  the  industry  in  which  he  is  engaged.  The  figure 
so  obtained  is  modified  according  to  the  insured's  own  loss 
experience. 

The  general  process  of  normal  loss  computation,  neglecting 
minor  exceptions,  may  be  outlined  as  follows: 

1.  The  first  step  is  to  assign  the  business  to  one  of  five 
classes.  The  classification  is  based  upon  the  hazard  involved 
in  selling  upon  a  credit  basis.  Class  I  is  least  hazardous, 
while  class  V  is  so  hazardous  that  insurance  costs  practically 
double  that  of  class  I.  The  minimum  normal  loss  is  then 
computed  from  a  table  giving  loss  percentages  for  the  several 
classes  and  for  various  amounts  of  annual  sales. 

2.  Certain  adjustments  are  made.  If  coverage  on  indi- 
vidual accounts  is  higher  than  the  average  for  the  amount  of 
annual  sales,  an  increase  in  probable  credit  losses  occurs  and 
a  per  cent  of  single  account  limits  is  taken  instead.  This  is 
either  %o  of  the  highest  single  account  limit  covered  by  the 
policy,  or  34o  of  the  total  of  all  single  limits  (for  either  first 
or  second  credits)  covered,  whichever  amount  is  greater. 
Furthermore,  if  the  applicant  has  not  been  in  business  for 
over  two  years,  15  per  cent  is  added,  while  in  classes  I  and  II, 
10  per  cent  and  in  classes  III,  IV  and  V,  15  per  cent,  is  added. 
Finally,  1  per  cent  of  the  total  limits  used  in  second  credit 
ratings  is  added  in  classes  III,  IV,  and  V. 

3.  The  "ascertained  normal  loss"  may  be  modified  and 
refined  by  the  insured's  own  experience.  A  "merit  rating" 
will  be  granted  where  the  applicant  for  the  last  five  full  years 
and  the  fractional  year  to  date  shows  an  experience  better  in 
specified  amounts  than  the  normal.  The  normal  loss  is  re- 
duced 10  per  cent  where  experience  to  normal  loss  shows  a 
reduction  of  25  per  cent ;  20  per  cent  where  it  shows  a  reduc- 
tion of  50  per  cent ;  and  so  on  to  50  per  cent  where  the  reduc- 
tion is  80  per  cent.    Where  the  applicant,  however,  has  been 
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in  business  less  than  five  years  but  more  than  three,  his  entire 
experience  may  be  taken. 

4.  The  normal  loss  ascertained  by  the  method  prescribed 
in  the  manual  is  compared  with  the  applicant's  own  experi- 
ence, and  the  greater  figures  used.  But  in  calculating  the 
applicant's  own  experience,  losses  that  would  not  be  covered 
by  the  policy  may  be  disregarded.  A  merit  rating,  however, 
is  granted  only  after  considering  all  losses  sustained,  whether 
covered  under  the  policy  or  not — a  procedure  which  obviously 
favors  the  insurance  company. 

Coinsurance;  the  Premium 

In  all  cases,  the  insured  is  required  to  bear  part  of  the  loss. 
On  regular  ratings,  the  company  is  liable  only  to  the  extent 
of  $900  on  a  net  loss  of  $1,000,  which  otherwise  comes  within 
the  terms  of  the  policy.  The  same  holds  for  inferior  ratings 
with  small  limits,  and  for  flat  table  policies  in  industries  fall- 
ing within  the  first  two  groups.  The  practice,  generally  called 
"coinsurance,"  is  now  standard,  but  is  properly  called  the 
principle  of  deductible  average  in  this  case.  It  induces  greater 
conservatism  in  credit  extension  by  the  policyholder.  It  also 
serves  to  have  the  company  guarantee  the  average  replace- 
ment value  of  the  goods,  and  not  to  insure  profits.  Finally, 
it  permits  a  reduced  premium,  which  could  not  prevail  with- 
out it.  Twenty-five  per  cent  is  required  on  open  rating 
policies  and  flat  table  policies  in  industries  falling  in  groups 
III  and  IV,  while  33^  per  cent  is  required  on  inferior  rated 
risks  with  larger  limits,  and  10  per  cent  extra  on  outstanding 
past  due  accounts  covered  by  renewal. 

The  premium  is  determined  by  the  coverage  of  the  various 
ratings  and  the  annual  sales  volume,  as  modified  by  additional 
charges  for  special  privileges  granted  or  hazards  covered.  The 
companies  have  various  methods  by  which  normal  loss  may 
be  increased  and  premiums  reduced  correspondingly.  The 
premium  usually  ranges  from  %o  to  %  of  1  Per  cent  of  the 
sales  volume  where  the  latter  is  small,  and  from  %o  to  %o 
of  1  per  cent  where  it  is  large,  the  average  being  about  ^o 
of  1  per  cent.     Policies  are  written  for  a  period  of  not  less 


406  CREDIT  AND  ITS  USES 

than  one  year,  and  usually  expire  December  31.  They  are 
renewable  annually,  if  conditions  are  satisfactory  to  the  com- 
pany. Each  renewal  may  be  so  arranged  as  to  provide  not 
only  for  losses  occurring  during  its  term  on  sales  of  goods 
made  thereunder,  but  also  for  losses  occurring  during  the 
renewal  arising  from  shipments  made  during  the  term  of  the 
preceding  policy. 

Insolvency  and  Loss  Adjustment 

The  policy  defines  the  conditions  under  which  loss  may  be 
said  to  be  incurred.  Insolvency  covers  substantially  the  fol- 
lowing items: 

1.  (a)  Assets  held  in  any  judicial  proceeding  to  be  insufficient 

to  pay  debts  in  full. 
(6)  Petition  in  bankruptcy  filed  by  or  against  a  debtor.     Ap- 
pointment of  a  receiver. 

(c)  Debtor  offers  general  compromise  for  less  than  amount  of 
his  indebtedness. 

(d)  Debtor  makes  assignment  or  deed  of  trust  for  benefit  of 
creditors.  Debtor's  business  assigned  to,  or  taken  over  by, 
committee  appointed  by  majority  in  number  and  amount 
of  creditors. 

(e)  Individual  debtor  dies  or  becomes  insane.     Debtor  absconds. 

2.  (a)  Recording    or   taking   possession   under    chattel    mortgage 

given  on  stock  in  trade. 

Attachment  or  execution  levied  on  stock  in  trade. 

Sale  of  stock  in  trade  under  writ  of  attachment  or  execution. 

(b)  Writ  of  execution  is  returned  unsatisfied. 
Debtor  makes  confession  of  judgment. 

(c)  Debtor  transfers  or  sells  out  his  stock  in  trade  in  bulk. 

3.  (in  collection  form  of  policy  only)    Insured,   during  term  of 

policy,  files  with  company  for  collection,  account  due  and 
payable  at  time  of  filing,  but  not  over  60  days  past  due 
under  original  terms  of  sale. 

The  term  policy  covers  losses  on  sales  made  during  its  term, 
the  continuing  policy  losses  occurring  during  its  term.  In 
order  to  be  covered,  the  insured  must  file  a  notification  of 
claim  within  the  period  of  15  or  20  days  specified  by  the- 
policy.  In  the  collection  policy,  this  occurs  by  placing  the 
account  for  collection.  The  purpose  of  prompt  filing  is  to 
give  the  company  a  chance  to  salvage  if  it  sees  fit.     Where 
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no  excess  loss  is  involved,  the  insured  receives  the  entire  sum, 
less  collection  fees  (collected  on  other  than  for  the  free  col- 
lection service),  which  are  the  same  as  those  charged  by- 
collection  agencies  and  attorneys.  Excess  losses  themselves 
are  adjusted  after  the  expiration  of  the  policy,  within  60 
days  after  notification  to  the  company,  interim  adjustments 
being  made,  however,  for  a  nominal  extra  premium  charge. 
In  the  usual  adjustment  procedure,  there  is  deducted  from 
each  gross  loss  covered  and  proved  all  discounts  to  which  the 
debtor  would  have  been  entitled,  amounts  collected,  or  ob- 
tained, invoiced  price  of  returned'  or  replevined  goods  in  the 
insured's  possession,  and  all  amounts  mutually  agreed  upon 
as  thereafter  obtainable.*  If  no  inutually  satisfactory  agree 
ment  can  be  reached  on  the  third  condition,  the  company 
allows  the  unpaid  part  of  the  loss  as  far  as  covered.  The 
policyholder  assigns  to  the  company  all  other  accounts  ad- 
mitted in  adjustment,  together  with  all  securities  and  guaran- 
ties relating  to  them.  Pro  rata  adjustment  is  made  on  all 
accounts  where  the  policy  does  not  cover  in  full  the  indebted- 
ness of  the  debtor  to  the  insured  at  the  time  of  insolvency. 
From  the  aggregate  net  covered  and  proven  claims,  as  thus 
ascertained,  deduction  is  made  successively  of  the  10  per  cent 
or  other  coinsurance  and  of  the  agreed  normal  loss.  The 
balance,  if  any,  up  to  the  face  amount  (if  a  limited  policy) 
is  payable  to  the  insured.  A  disputed  claim  which  is  other- 
wise covered  and  filed  is  allowed  in  the  adjustment  only  after 
it  is  finally  determined  that  it  is  valid  and  legally  sustainable. 

Approved  Risk  Policies 

One  account  or  a  number  of  accounts  may  be  insured.^  No 
normal  loss  is  figured,  but  the  company  itself  passes  directly 
upon  each  account.  In  event  of  insolvency,  the  policyholder 
receives  from  75  to  90  per  cent  of  the  amount,  depending  on 
the  nature  of  the  risk;  in  other  words,  coinsurance,  varying 
from  25  per  cent  to  10  per  cent,  is  required.  A  proportionate 
interest  is,  of  course,  retained  in  any  salvage  obtained  there- 

*  Collection  fees  paid  to  the  company  are  admitted  as  losses. 
Bin  the  latter  case,  a  master  policy  and  subsequent  certificates  of 
insurance  thereunder  are  issued. 
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after.  The  account  must  be  reported  to  the  company  within 
45  days  after  it  is  due  under  the  original  terms  of  sale,  unless 
the  company  consents  to  an  extension.  Against  the  minimum  , 
annual  premium  of  $250  (for  a  number  of  accounts)  is  charged 
%o  of  1  per  cent  of  the  amount  offered  for  approval  for 
investigation  and  from  %o  to  %o  of  1  per  cent  of  the  invoices 
shipped  under  approval,  no  charge  being  made  unless  ap- 
proved. This  form  of  policy  is  especially  adapted  for  those 
who  have  one  or  more  high  grade  customers  whose  accoimts 
run  much  larger  than  the  average.  The  seller  is  willing  to 
pay  a  heavier  fee  in  order  to  be  safe  and  avoid  the  risk  in- 
volved in  large  individual  sales.  The  rate  is  based  upon  the 
amount  of  open  liability  on  shipments,  according  to  whether 
one  or  more  be  involved. 

Services  of  Credit  Insurance 

Credit  men  differ  in  their  opinions  of  credit  insurance. 
Some  favor  it,  but  many  condemn  it  strongly.  In  actual 
practice,  while  the  volume  written  shows  great  increase  and 
the  proportion  written  for  larger  concerns  has  likewise  in- 
creased, it  stiU  covers  but  a  small  fraction  of  total  credit 
losses.  The  attitude  taken  towards  this  form  of  insurance 
should  not  be  based  on  narrow  technical  details,  but  upon 
broad  considerations.  There  are  two  of  these  considerations : 
(1)  is  character  of  loss  properly  insurable,  and  if  so  how, 
and  (2)  what  is  the  effect  of  such  insurance  upon  the 
community. 

An  insurable  risk  is  defined  as  (1)  any  chance  of  loss 
depending  on  the  occurrence  of  any  uncertain  event  . 
provided  (2)  there  are  sufficient  data  to  enable  the  degree 
of  probability  to  be  estimated,  and  provided  (3)  it  is  of  such 
a  nature  that  the  insured  cannot  too  easily  make  use  of 
the  insurance  for  his  own  economic  advantage.  Credit  losses 
obviously  meet  the  first  requirement.  The  second  require- 
ment, it  may  be  claimed,  is  met  through  the  Manual,  which 
has  gradually  been  revised  from  crude  beginnings  until  it 
now  embraces  some  thirty  years'  actual  experience  with  such 
risks,  and  it  is  checked  by  the  insured's  own  experience. 
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The  mercantile  ratings  which  are  used  are  not  guaranteed, 
however,  and  may  err  in  either  direction.  Losses,  too,  vary 
as  business  conditions  change.  At  the  same  time,  it  may 
be  mentioned  that,  unlike  other  forms  of  insurance,  the  com- 
plete underwriting  basis,  including  the  premium  computa- 
tion, is  not  publicly  known,  but  is  guarded  as  a  trade  secret. 
Finally,  during  the  past  fifteen  years  four  companies  entered 
the  field  and  then  abandoned  it. 

The  advocates  of  credit  insurance  claim  that  as  now  written 
it  enables  the  insured  to  substitute  a  small,  certain  loss  for  a 
large  and  uncertain  one.  But  it  is  obvious  that  the  policy 
covers  only  insurable  risks.  The  alert  credit  man  must  ven- 
ture at  his  own  risk,  unless  he  pays  a  heavy  premium  to  cover 
inferior  risks  through  a  special  rider.  His  sales,  in  fact, 
may  thus  be  restricted,  and  opponents  go  so  far  as  to  claim 
that  he  passes  control  of  his  credits  over  to  the  insurance 
company.  He  need  merely  see  that  his  customers  conform 
to  the  ratings,  and  may  handle  credits  in  a  routine  fashion. 
He  is  tempted  to  reduce  investigation  accordingly,  although 
he  may  exercise  more  care  in  the  sense  of  seeing  that  the 
latest  ratings  are  used.  If,  knowing  his  house  is  protected 
against  excess  losses,  he  authorizes  shipments  with  more  free- 
dom and  confidence  (though  within  the  limits  set)  some 
increase  of  sales  may  result. 

It  is  true  that,  if  the  credit  man  "lets  down"  when  he  is 
covered  by  a  credit  insurance  policy,  he  is  working  at  vari- 
ance with  the  theory  on  which  the  policy  is  written.'  The 
company  desires  the  best  judgment  of  the  credit  man  to  be 
exercised,  and  recognizes  that  he  is  often  a  far  better  judge 
than  the  mercantile  agency,  whose  ratings  have  the  out- 
standing merit  of  disinterestedness.  The  company  wishes  to 
insure  against  excessive  losses  due  largely  to  conditions  aris- 
ing after  goods  are  shipped.  It  is  also  true  that  an  excessive 
loss  experience  finds  reflection  in  the  renewal  premium  and 
stated  normal  loss,  which  are  based  directly  on  experience 


0  If  this  be  the  case  in  practice,  the  idea  that  credit  insurance  helps 
stabilize  conditions  is  by  no  means  warranted,  since  any  prevention 
of  panic  conditions  would  be  offset  by  the  weakness  induced  in  the 
credit  structure. 
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rather  than  on  the  Manual.  This  should  insure  constant 
vigilance  on  the  part  of  the  credit  man. 

It  is  sometimes  claimed  that  the  small  and  certain  loss 
represented  by  the  premium,  faced  by  a  concern  which  car- 
ries credit  insurance,  may  more  easily  be  added  to  the  cost 
of  the  goods.  In  competitive  business,  this  is  not  quite  so 
simple  as  it  sounds,  and  the  business  man  must  often  absorb 
it  himself  out  of  his  own  profits.  Even  if  he  carries  credit 
insurance,  an  abnormal  loss  paid  to  him  one  year  increases 
his  premium  and  normal  loss  the  next  year.  In  the  aggre- 
gate, the  companies  merely  pay  back  to  business  men  their 
payments  after  deducting  expenses  and  profits. 

A  distinct  service  that  the  credit  insurance  companies 
render  is  in  their  collection  work.  They  are  interested  in  the 
largest  possible  salvage  from  doubtful  and  failed  accounts. 
They  look  at  these  accounts  with  an  eye  single  to  collecting, 
and  follow  them  with  more  vigor  than  does  the  creditor. 
Accounts  come  to  them  too  late  for  adjustment  work,  nor 
is  their  point  of  view  the  same  as  that  of  the  ordinary  creditor. 
The  very  attitude  which  makes  them  more  effective  in  col- 
lecting militates  against  their  success  in  a  broader  way. 

In  general,  it  may  be  concluded  that  credit  insurance  in 
its  present  form  protects  to  a  limited  degree  against  unex- 
pected losses.  The  weak  concern  may  derive  certain  advan- 
tages, and  the  bank,  in  fact,  may  require  that  it  carry  such 
insurance  and  assign  any  benefits  thereunder  as  a  condition 
of  granting  a  loan.  But  the  strong  concern  may  well  turn 
to  self-insurance.  If  its  risks  are  diversified,  it  has  a  basis 
for  accumulating  a  reserve  for  bad  debts.  In  this  respect, 
the  credit  risk  is  unlike  the  fire  hazard,  which  is  concentrated 
and  calls  for  insurance  protection  on  the  basis  of  careful 
evaluation  of  each  separate  risk.  And,  by  carrying  its  own 
credit  insurance,  the  concern  avoids  the  expense  incurred 
by  the  companies,  which  has  been  heavy  over  the  years. 

Guaranties 

In  an  attempt  to  insure  payment,  particularly  by  a  weak 
debtor,  the  credit  man  may  secure  the  promise  of  another 


INSURANCE  IN  RELATION  TO  CREDIT        411 

to  answer  for  the  debtor's  obligation.  He  may  introduce  a 
surety  who  is  bound  with  the  principal  upon  the  original 
contract  and  in  the  same  terms,  or  he  may  introduce  a 
guarantor  who  is  bound  upon  a  collateral  contract  if  the 
principal  fails.  While  the  words  guarantor  and  surety  are 
often  used  interchangeably,  the  technical  distinction  just 
stated  exists.  Most  observations  concerning  guarantors  apply 
also,  however,  to  sureties. 

The  credit  man  finds  his  principal  interest  in  several  other 
phases.  A  guarantor  must  have  capacity  to  contract.  There- 
fore the  guaranty  made  by  an  infant  is  voidable.  Again, 
where  there  is  no  enabling  statute,  a  married  woman  cannot 
make  a  contract  of  guaranty.  Many  states  which  otherwise 
permit  her  to  guarantee,  prohibit  her  from  guaranteeing  her 
husband's  account  in  other  than  a  special  way.  A  partner- 
ship may  guarantee  in  the  regular  course  of  business  (in 
furtherance  of  its  own  business),  when  the  signature  of  a 
partner  will  bind  the  firm.  An  accommodation  guaranty, 
however,  cannot  be  made  by  a  single  partner,  but  is  binding 
only  if  signed  by  each  partner. 

A  corporation  can  guarantee  only  in  the  ordinary  course 
of  its  business  or  where  it  receives  the  proceeds  of  the  paper 
it  guarantees.  This  general  rule  of  law  governs  despite  the 
fact  that  its  charter  may  seem  to  give  an  implied  power  to 
guarantee.  The  implied  power  exists  whenever  the  transac- 
tion can  be  reasonably  said  to  be  incidental  to  the  conduct 
of  the  business  authorized  by  its  charter,  but  authority  cannot 
be  implied  from  the  mere  fact  that  the  guaranty  may  be 
beneficial  to  the  corporation. 

A  bank,  in  the  absence  of  specific  authority  in  its  charter, 
cannot  become  accommodation  indorser  or  guarantor.  It  is 
permitted  to  guarantee  only  when  necessary  to  protect  its 
own  rights ;  when,  relating  to  commercial  paper,  the  guaranty 
is  incidental  to  purchase  and  sale  thereof;  or  when  the 
guaranty  is  specially  authorized  by  law.  The  indorsement 
of  a  bank  or  corporation  is  valid  in  favor  of  a  bona  fide  holder 
of  the  instrument  indorsed. 
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Fig.  30.   roEM  op  gtxaeanty  recommended  by  the  National  As- 
sociation OF  Cbedit  Men 

In  consideration  of  mercliandise  hereafter  to  be  shipped  on  past  or 

future   orders   on  credit   by    

to   of   State  of   

and  in  order  to  induce  such  credits  and  shipments  by  said  firm,  the 
undersigned  does  hereby  guarantee  the  prompt  payment  at  maturity  of 

all  indebtedness  so  incurred  by  said   to 

said  for  all  merchandise  so  shipped,  not 

exceeding,  however,  at  any  one  time  the  sum  of   

Dollars. 

This  guaranty  is  accepted  by  and  credit  ex- 
tended and  merchandise  shipped  upon  the  following  conditions: 

The  account  or  accounts  or  any  part  thereof   for  the  merchandise 

that  may  be  shipped  by  the  said in  reliance  on  his 

guaranty  may  at  any  time  be  settled  and  adjusted  between  them  and 
the  principal  debtor  by  note  or  notes  of  the  debtor,  either  endorsed  or 
unendorsed,  and  with  or  without  further  security,  and  the  time  of  pay- 
ment of  said  accounts  or  notes  or  other  security  given  therefor  may 

be  extended  from  time  to  time  by  said  

to  the  principal  debtor  without  notice  to  the  undersigned,  all  of  which 
may  be  done  without,  in  any  way,  affecting  obligations  hereby  created. 
The  undersigned  hereby  expressly  waives  notice  of  the  acceptance  of 

this  guaranty  by  said   of  all  credits  extended  and 

shipments  of  merchandise  made  hereunder  and  of  the  taking  of  notes 
or  other  security  for  such  indebtedness  as  may  be  incurred  by  the  prin- 
cipal debtor  to  the  said  

This  instrument  is  intended  to  be  and  shall  be  constructed  to  be  a 

continuing  guaranty  to  the  extent  of  the  sum  of  

Dollars  without  further  notice  to  the  undersigned  and  shall  not  be 
revoked  by  the  death  of  the  guarantor  but  shall  remain  in  full  force 
and  effect  until  the  undersigned  or  the  executor  or  the  administrator  of 
the  undersigned  shall  have  given  notice  in  writing  to  make  no  further 
advances  on  the  security  of  this  guaranty  and  until  such  written 
notice  shall  be  received  by  you  from  the  undersigned  or  his  executor 
or  administrator.  A  registry  return  receipt  for  said  letter  shall  be 
conclusive  evidence  of  receipt  of  notice  of  revocation.  Such  revocation 
when  made  shall  apply  only  to  sales  made  to  the  principal  debtor 
subsequent  to  the  receipt  of  such  notice  of  revocation,  and  any  pay- 
ments thereafter  made  by  the  principal  debtor  shall  be  applied  as  said 

may    elect.      In   the   event   of 

default  by  the  principal  debtor  in  payment  of  the  debt  or  any  part 
thereof,  recovery  therefor  may  be  had  directly  against  the  undersigned 
without  previous  notice  or  without  requiring  the  prosecution  of  the 
claim  against  the  principal  debtor  and  upon  such  proof  as  is  com- 
petent and  admissible  against  the  principal  debtor. 

L.  S. 

Forms  of  Guaranty 

A  guaranty  may  be  one  of  payment  or  one  of  collection, 
the  former  being  like  a  surety  contract  in  that  the  guarantor 
is  obligated  to  pay  in  case  the  principal  does  not,  regardless 
of  the  latter 's  ability  to  pay.     Guaranties  may  be  limited 
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to  a  definite  amount,  or  be  unlimited;  general,  in  that  they 
are  addressed  to  the  public,  or  special,  in  that  they  are  for 
the  benefit  of  named  creditors  only;  continuing,  in  that  they 
cover  goods  purchased  from  time  to  time  in  the  future,  or 
noncontinuing. 

The  leading  features  of  a  guaranty  are  illustrated  in  the 
form  reproduced  in  Figure  30.  It  is  a  special,  limited,  and 
continuous  guaranty,  which  the  guarantor  may  terminate 
upon  -written  notice  to  the  seller,  but  only  as  to  parts  not 
already  acted  upon.  It  permits  change  in  original  terms 
of  sale,  hence  extension,  without  impairing  the  guaranty. 
Strict  construction  in  favor  of  the  guarantor  is  overcome 
by  having  him  waive  some  of  his  rights. 

The  general  rules  as  to  guaranties,  subject  to  wide  varia- 
tion between  states,  may  be  sketched  as  follows: 

1.  A  guaranty,  to  be  enforceable,  must  be  in  writing.  This 
is  the  old  English  Statute  of  Frauds,  substantially  reenacted 
in  all  the  states. 

2.  Guaranties  are  always  construed  by  the  courts  strictly 
in  favor  of  the  guarantor,  who  cannot  be  held  beyond  the 
precise  terms  of  the  contract. 

3.  Guaranties,  like  other  contracts,  require  a  consideration 
to  be  good.  The  fact  that  a  consideration  is  stated,  raises 
a  prima  facie  presumption  that  one  exists,  although  ordi- 
narily a  consideration  may  be  proven  when  not  stated  or 
disproven  when  stated.  A  contract  that  the  guarantor  makes 
when  the  goods  are  sold  is  binding;  but  when  made  later 
it  is  binding  only  if  the  creditor  extends  the  time  for  payment 
or  otherwise  changes  his  position. 

4.  Agreement  between  the  debtor  and  creditor  to  vary 
the  terms  of  sale  or  contract  guaranteed,  including  extension 
of  the  time  of  the  guaranteed  note  or  account,  without  consent 
of  the  guarantor,  discharges  the  latter. 

5.  State  laws  differ  as  to  requirement  that  the  creditor 
give  notice  to  the  guarantor  that  the  principal  has  defaulted 
in  the  obligation  covered  by  the  guaranty.  In  practice,  noti- 
fication should  be  made  or  the  contract  waive  the  requirement. 

6.  If  the  creditor  surrenders  securities  held  as  collateral 
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for  the  payment  of  the  debt,  the  guarantor  is  discharged 
to  the  extent  he  is  injured  thereby. 

7.  Death  of  the  guarantor  has  the  same  effect  as  express 
revocation,  although  some  states  require  the  holder  of  the 
guaranty  to  have  actual  notice  of  the  death  in  order  to 
operate  as  a  revocation. 

8.  The  guarantor  cannot  avail  himself  of  defenses  to  the 
main  contract  personal  to  the  debtor,  such  as  infancy,  but  his 
contract  will  be  void  if  the  main  contract  is  void,  e.g.,  through 
usury,  fraud,  duress,  or  lack  of  consideration. 
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CHAPTER  XIX 

RETAIL  CREDITS 

We  turn  now  from  credits  in  the  bank  and  mercantile 
fields,  to  credits  in  several  specialized  branches.  "We  will 
discuss  in  order,  retail  credits,  installment  credits,  and  for- 
eign credits  and  point  out  the  features  peculiar  to  each:  the 
problems  experienced,  the  special  sources  of  information  avail- 
able, the  procedure  followed,  and  the  organization  required. 
In  so  doing,  the  object  is  to  indicate  those  aspects  in  which 
these  branches  of  credit  work  differ  from  the  general  fields 
previously  considered,  and  to  supplement  rather  than  to  dupli- 
cate the  earlier  discussion. 

Importance  of  Retail  Credit 

Retail  or  personal  credit  is  granted  to  an  individual  or  his 
family  to  enable  them  to  obtain  goods  for  their  own  use — 
for  nonbusiness  purposes — and  is  extended  by  professional 
men,  financial  institutions,  and  merchants.  Its  importance 
lies  in  the  fact  that  it  serves  as  the  ultimate  link  in  the 
credit  chain.  The  wholesaler  carries  the  retail  merchant 
until  the  latter  is  able  to  sell  his  goods  and  collect  his  bills. 
Only  when  the  latter  receives  payment  from  the  ultimate 
consumers  to  whom  he  has  sold  his  goods,  can  he  liquidate 
his  indebtedness  to  the  wholesaler;  and  only  then  can  the 
wholesaler  in  turn  repay  the  bank  or  other  creditor  from 
whom  he  has  borrowed.  Upon  the  soundness  of  retail  or 
consumers  credit  thus  depends  the  soundness  of  the  entire 
mercantile  credit  structure.  Inability  of  a  large  number 
of  customers  to  pay  would  have  far-reaching  results.  This, 
in  fact,  occurred  in  the  South  in  the  autumn  of  1914,  imme- 
diately after  the  outbreak  of  the  War.  Cotton  proved  unsal- 
able even  at  low  prices,  and  the  "buy  a  bale  of  cotton" 
movement  was  pressed.     The  effect,  and  this  is  true  of  aU 
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losses  due  to  improper  credit  granting,  falls,  in  the  first 
instance,  upon  the  retailer*  himself.  But  through  him  it 
affects  the  general  business  and  banking  community,  likewise 
the  general  consuming  public,  since  retail  prices  charged 
must  be  high  enough  to  carry  such  losses. 

Hence  it  is  that  the  mercantile  credit  man  is  vitally  inter- 
ested in  appraising  the  general  paying  ability  of  the  retailer's 
community,  and  in  appraising  the  judgment  which  the  re- 
tailer himself  displays  in  selecting  his  credit  customers.  A 
prosperous  community  is  to  be  contrasted  with  one  suffer- 
ing from  partial  crop  failure  or  too  low  prices  in  an  agri- 
cultural section,  or  an  industrial  community  suffering  from 
stagnation  of  its  principal  industry,  labor  disputes,  etc.  Ex- 
istence of  such  features  adds  to  the  retailer's  credit  hazards. 
Moreover,  local  competition  which  the  retailer  faces  may  force 
credit  extension  for  greater  amounts  and  for  longer  periods 
than  good  judgment  dictates.  The  mercantile  creditor,  often 
called  upon  to  supply  the  extra  capital  which  the  retailer 
needs  in  order  to  carry  his  accounts,  will  consider  this  factor 
carefully. 

In  analyzing  the  picture  presented  by  the  retailer,  the 
credit  man  should  not  ignore  the  changes  in  retailing  struc- 
ture and  methods  which  are  now  taking  place.  With  growth 
of  competition  has  come  emphasis  upon  improved  practice, 
and  decrease  in  the  number  of  retailers.  House  to  house 
selling,  chain  stores,  and  mail  order  houses  have  become  in- 
creasingly important,  while  the  development  of  good  roads 
and  the  use  of  the  automobile  has  extended  very  greatly  the 
area  served  by  larger  centers. 

Use  of  Betail  Credit 

Popular  attitude  toward  retail  credit  until  recently  re- 
flected the  fact  that  the  early  English  laws  gave  some  relief 
to  the  business  man  who  either  through  misfortune  or  incom- 
petence had  become  insolvent,  but  gave  no  relief  whatsoever 
to  the  debtor  who  had  used  his  credit  for  personal  instead 
of  business  needs.  In  recent  years  alone  great  attention  has 
been  paid  to  retail  credit  and  its  "legitimacy"  has  been 
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recognized,^  despite  the  fact  that  it  has  been  steadily  losing 
ground.  Credit  sales  have  been  turning  to  cash,  and  long 
period  credits  to  short  term  ones.  Nystrom  says :  "  It  may  be 
roughly  estimated  that  the  retail  credit  business  has  lost 
ground  during  the  past  30  years  at  the  rate  of  more  than 
1  per  cent  of  the  total  retail  volume  per  year."  ^  Other  au- 
thorities are  in  accord  with  this  view. 

This  change  in  attitude  reflects  to  some  extent  a  change 
in  retail  credit  methods:  the  substitution  of  systematic  for 
haphazard  procedure.  The  loose  credit  methods  hitherto  pre- 
vailing in  small  retail  establishments,  whether  general  mer- 
chandise stores  or  specialized  houses,  have  hardly  been  such 
as  to  reassure  the  advocates  of  retail  credit.  Credit  infor- 
mation was  lacking,  due  to  the  lack  of  cooperation  among 
retailers  in  giving  such  data  to  each  other.  Skill  was  lacking 
in  using  the  information  available  to  the  retailer,  and  was 
coupled  with  an  ignorance  of  business  costs  and  a  desire 
for  volume  of  business  irrespective  of  cost — quantity  rather 
than  quality  business — ^therefore  hesitancy  again  in  asking 
customers  for  information.  The  result  was  lack  of  stand- 
ardized terms  (no  definite  due  date  often  being  fixed),  a 
large  volume  of  old  accounts  (on  some  of  which  partial 
payments  had  been  made  from  time  to  time)  and  ultimately 
a  heavy  bad  debt  loss.  The  retailer  lacked  education  in  credit 
matters,  and  so  did  the  consumer.  But  gradually  attention 
has  been  directed  to  better  retail  practice,  and  the  depart- 
ment store  and  important  retailer  in  the  large  cities  have 
entered  the  field  after  scientific  analysis  of  credit  needs  and 
formulation  of  a  systematic  credit  policy.. 

Various  figures  are  available  showing  the  present  extent 
and  relative  importance  of  retail  credit.  The  retail  trade 
of  the  United  States  for  the  year  1928  has  been  estimated 
at  approximately  $41,000,000,000,  distributed  as  follows: 
mail  order  houses,  4  per  cent;  chain  stores,  12  per  cent; 

1  Cash  and  carry  stores  of  chain  systems,  too,  are  said  to  he  recog- 
nizing the  need  of  credit,  managers  often  granting  it,  perhaps  unoffi- 
cially. 

2  P.  H.  Nystrom,  JEoonomics  of  Retailmg  (3rd  ed.,  rev.  and  en- 
larged, New  York,  1930),  Vol.  II,  p.  590. 
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department  stores,  16.5  per  cent;  unit  stores,  67.5  per  cent.* 
The  latter  two,  aggregating  84  per  cent  of  the  country's 
retail  business,  present  the  greatest  risk  to  manufacturers  and 
wholesalers.  The  volume  of  retail  credit,  including  install- 
ment credit,  has  been  estimated  by  another  source  as  prob- 
ably $18,000,000,000  for  the  year  1927.  And,  of  over  1,300,000 
retail  stores  in  the  United  States,  they  estimate  over  1,000,000 
extend  some  credit  to  their  trade.*  Looking  at  the  consumer, 
a  survey  made  for  the  Literary  Digest  in  36  cities  by  a 
sampling  group  method  disclosed  that  49.1  per  cent  of  the 
families  had  charge  accounts  in  one  or  more  stores.  The  Na- 
tional Retail  Credit  Survey,  made  by  the  Department  of  Com- 
merce at  the  request  of  the  National  Retail  Credit  Association, 
showed  that  in  1927,  23,779  retail  establishments  with  total 
net  sales  of  $4,746,314,000,  had  cash  sales  of  58.6  per  cent, 
open  credit  sales  of  32.2  per  cent,  and  installment  sales  of  9.2 
per  cent.° 

Concrete  evidence  for  particular  classes  of  retail  trade  is 
afforded  by  the  Survey.  In  1927,  of  2,164  independent 
retail  grocery  stores,  489  sold  for  cash  only.  Of  total  sales 
of  all  stores  of  $200,871,442,  49.9  per  cent  were  for  open 
credit,  and  60.4  per  cent  of  the  total  sales  of  those  stores 
that  sold  for  both  cash  and  credit.  The  ratio  of  credit  sales 
to  total  sales  generally  increased  with  the  size  of  the  store. 
This  line  of  business,  in  competition  chiefly  with  chain  stores, 
would  naturally  be  expected  to  operate  more  on  a  cash  basis 
than  other  lines,  yet  it  shows  a  substantial  percentage  of 
credit  business.  The  results  confirm  those  shown  by  a  survey 
of  451  grocery  stores  in  Louisville,  Kentucky.^  Of  these 
stores,  only  35,  or  7.8  per  cent  sold  for  cash  only,  while  credit 
sales  were  66.1  per  cent  of  total  sales. 

3  A.  F.  Chapin,  Credit  and  Collection  Principles  and  Practice  ( New- 
York,  1929),  pp.  73-74. 

4  J.  T.  Bartlett  and  C.  M.  Reed,  Retail  Credit  Practice  (New  York 
and  London,   1928),   pp.   6,   9. 

6  Parts  I,  II  and  III,  Domestic  Commerce  Series,  Noa.  33,  34,  36 
(1930). 

"U.  S.  Department  of  Commerce,  Trade  Information  Bulletin  No. 
627,  "Credit  Extension  and  Business  Failures,  1929."  The  various 
studies  of  the  Harvard  University  Bureau  of  Business  Research  also 
throw  much  light  on  the  subject. 
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A  study  of  892  department  stores  with  total  sales  in  1927 
of  $1,654,240,000,  showed  278  which  sold  for  cash  only,  while 
credit  sales  (both  open  account  and  installment)  were  35.5 
per  cent  of  total  sales.  The  percentage  of  credit  sales  in- 
creased between  1925  and  1927,  from  34.4  per  cent  to  36.9 
per  cent,  and  it  was  smallest  in  1927  for  stores  with  sales 
of  under  $100,000  and  largest  for  those  having  sales  of 
$5,000,000  and  less  than  $10,000,000.  Information  for  some 
other  lines  is  contained  in  the  following  table: 


Line 

Total  num- 
ber of  stores 

Total  sales 

(000 
omitted) 

Number  of 
stores  sell- 
ing for  cash 
only 

Per  cent  of 

credit  sales 

(both  open 

credit  and 

installment ) 

to  total 

sales 

Women,  children's 
and  infants'  wear 

Men's  and  boys' 
clothing    

General  clothing    . . 

Boots,  shoes  and 
other  footwear   . . 

Fur    goods     

Dry  goods   

Furniture    

523 

843 
1,616 

2,000 
124 
108 
726 

$133,852 

129,616 

254,877 

f  143,816 

15,814 

6,667 

162,755 

177 

295 
1,276 

1,760 
40 
70 
34 

50.6 

36.2 
21.6 

10.5 

62.7 
38.4 
84.8 

Retail  credit  practice  is  weU  reflected  in  the  figures  avail- 
able showing  bad  debt  losses.  For  the  grocery  business,  the 
average  loss  was  0.7  per  cent  of  all  credit  sales,  but  varied 
from  0.4  per  cent  for  stores  with  a  business  of  $500,000  or 
over  per  year  to  5.4  per  cent  for  stores  with  sales  of  less  than 
$10,000  per  year.  The  latter  percentage  normally  far  ex- 
ceeds the  net  profit.  For  department  stores,  the  average 
loss  on  open  credit  was  0.44  per  cent,  but  varied  from  0.2 
per  cent  for  stores  with  sales  of  $20,000,000  and  over  to  1.5 
per  cent  for  those  doing  a  business  of  less  than  $100,000. 
For  the  other  classes  of  stores  given  in  the  table  above,  the 
average  percentages  ranged  from  0.5  per  cent  to  1.1  per  cent, 
the  smaller  stores  showing  the  relatively  heavier  losses,  al- 
though they  sell  a  relatively  smaller  proportion  of  their  goods 
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on  credit.  Evidently,  the  larger  the  store,  the  more  efficient 
the  credit  department  it  maintains.  A  wasteful  situation  is 
indicated  by  the  very  high  percentage  of  returned  merchan- 
dise. Shoe  stores  lead  the  others,  with  a  general  average 
for  returns  and  allowances  of  21.3  per  cent  of  gross  sales  on 
the  relatively  small  amount  of  their  regular  charge  account 
sales,  while  women's  wear  and  department  stores  follow,  with 
averages  of  14.3  and  14.2  per  cent,  respectively.  In  general, 
the  percentages  are  far  higher  on  charge  accounts  than  on 
actual  cash  sales. 

Cash  versus  Credit  Sales 

For  the  individual  store,  a  number  of  factors  are  decisive 
in  determining  whether  or  not  to  open  charge  accounts,  and 
the  extent  to  which  charge  business  may  be  expected.  First, 
is  the  type  of  merchandise  handled.  This  is  evident  from  the 
data  presented  in  the  preceding  section.  Again,  lower  priced 
goods  and  foodstuffs  are  more  largely  sold  for  cash,  while 
larger  units,  such  as  furniture,  call  for  credit.  Certain 
department  stores  even  recognize  this  difference  in  lines  of 
goods,  and  sell  some  for  cash  only,  instead  of  on  credit.  A 
few  have  bargain  basements  to  which  charge  accounts  do  not 
apply. 

A  second  factor  is  the  purchasing  power  of  customers  or 
the  class  of  trade  sold.  Some  communities  are  better  off 
than  others;  and  in  larger  communities,  the  store  can  select 
those  whose  incomes  faU  in  the  medium  or  higher  income 
ranges,  or  else  those  of  the  lower  ranges,  because  a  large  city 
always  has  room  for  a  limited  number  of  cash  stores.  Credit 
sale  stores  stress  quality,  style,  and  service,  not  price;  while 
cash  sale  stores  desire,  instead,  a  large  volume  on  a  small 
margin  of  profit  per  unit  sold.  It  should  be  remembered, 
however,  that  prosperity  can  work  wonders  with  otherwise 
very  poor  accounts. 

A  third  factor  is  the  section  of  the  country  in  question. 
The  South,  for  example,  seeks  credit  more  freely  than  other 
sections.  Again,  the  mining  community  has  to  have  its  pay- 
ments adjusted  to  pay  days,  the  farming  community  to  crop 
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maturity  and  movement.  The  economic  organization  of  farm- 
ing made  credit  necessary  until  the  crops  were  harvested  and 
sold,  a  condition  which  is  slowly  passing. 

Fourth,  the  nature  of  the  competition  faced  must  be  reck- 
oned with.  If  competitors  extend  credit  facilities,  the  mer- 
chant cannot  well  refuse  to  do  so.  The  keener  the  competi- 
tion, the  more  likely  stores  are  to  feature  credit  service. 
Price  competition  is  likely  to  decrease  in  importance  to  the 
extent  that  consumption  goods  become  standardized  and  na- 
tionally advertised,  except  in  cases  where  they  are  used  as 
loss  leaders  to  feature  bargain  sales.  Finally,  the  financial 
situation  of  the  store  itself  cannot  be  neglected.  Plentiful 
funds  and  ample  financial  connections  enable  financing  of 
credit  business.  Lacking  this,  a  lesser  volume  of  business  on 
credit,  more  in  keeping  with  the  store 's  resources,  may  at  first 
be  desirable. 

The  merits  of  the  charge  account  are  varied.  It  is  a  busi- 
ness builder,  an  aid  to  sales,  and  stores  look  for  increased 
sales  chiefly  from  increasing  the  number  of  customers  having 
charge  accounts.  The  credit  customer  feels  that  he  is  receiv- 
ing more  personal  service.  Thus  it  tends  to  hold  trade  and 
make  regular  customers,  as  well  as  customers  who  buy  in 
every  department.  The  customer  naturally  goes  to  the  store 
in  which  she  has  an  account  to  purchase  an  article,  instead 
of  shopping  around  for  it  as  the  cash  customer  is  believed  to 
do,  thus  giving  the  store  first  choice.  Furthermore,  credit 
sales  per  person  average  larger  than  cash  sales,  and  are  per- 
haps aided  by  the  saving  of  time  which  enables  the  customer 
to  go  from  one  department  to  another  without  waiting  for 
change.  There  is  a  better  trade,  with  larger  buying  power, 
which  emphasizes  service  and  quality,  rather  than  price. 
Credit  sales  do  not  fall  off  as  much  in  dull  times,  hence  the 
larger  inventories  and  extra  help  needed  when  business  shows 
decided  peaks  is  dispensed  with.  This  is  even  true  within 
the  week,  when  cash  customers  concentrate  purchases  on 
Saturdays  and  pre-holiday  periods.  The  charge  account  is 
a  factor  in  building  up  good  will  and  makes  the  customers' 
attitude  more  reasonable,   as  they  recognize  the  standards 
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and  just  policy  of  the  merchant.  To  the  store  it  is  cheaper 
than  the  C.O.D.  sale,  because  of  the  extra  record  keeping 
and  delivery  trips  often  needed  with  the  latter.  From  the 
customer's  point  of  view,  the  credit  sale  is  a  decided  con- 
venience and  time  saver,  not  only  when  visiting  the  store  in 
person,  but  also  in  telephoning  or  writing  an  order,  and  in 
having  other  members  of  the  family  make  purchases.  Pay- 
ment can  be  adapted  to  the  time  when  funds  are  received, 
and  household  budgeting  is  made  easier. 

Yet  the  charge  account  is  by  no  means  an  unmixed  blessing. 
It  has  certain  commonly  stated  defects  arising  largely  from 
abuse  induced  by  competition.  The  cash  sale  is  cheaper  for 
the  store.  It  necessitates  no  credit  investigation,  eliminates 
additional  record  keeping,  and  eliminates  collection  expense 
and  bad  debt  losses,  though  this  expense — ^necessarily  paid 
by  other  customers — ^may  be  offset  by  increased  volume,  just 
as  it  is  in  advertising.  Again,  it  involves  no  tying  up  of 
large  sums  in  charge  accounts,  either  funds  of  the  store  itself 
or  funds  obtained  on  temporary  borrowings  from  banking 
channels.  It  thus  simplifies  the  store's  financial  problem, 
and  enables  it  to  keep  in  a  more  liquid  condition.  Again,  on 
the  merchandising  side,  it  does  not  encourage  customers  to 
buy  beyond  their  means,  while  it  eliminates  a  large  part  of 
the  returned  goods  and  complaint  evil.  Both  these  practices 
it  minimizes  to  some  extent,  but  both  will  always  be  present 
in  some  degree,  regardless  of  whether  the  sale  be  a  cash  or  a 
credit  one. 

The  actual  cost  of  conducting  a  credit  business  is  extremely 
difficult  to  ascertain.  Expense  cannot  easily  be  allocated; 
cash  stores  do  not  as  a  rule  deliver  merchandise,  so  that  the 
increased  expense  of  other  stores  may  include  delivery  as 
well  as  credit  costs.    Estimates,  therefore,  differ  widely. 

Substitutes  for  Charge  Accounts 

A  cash  discount  is  not  usual  in  retail  trade,  being  confined 
chiefly  to  large  sales  and  installment  sales.  Two  to  five  cents 
may  be  allowed  on  each  dollar  paid  in  cash.  Another  plan 
is  to  use  a  system  of  rebate  or  trading  stamp.    Either  $10.50 
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of  coupons  may  be  sold  for  $10.00  in  cash,  or  else  $2.50  in 
premiums  may  be  given  for  every  $100  worth  of  trading 
stamps.  Many  merchants  have  opposed  the  use  of  trading 
stamps.  They  believe  that  from  a  credit  as  distinct  from  a 
merchandising  point  of  view — although  the  two  cannot  be 
entirely  dissociated — the  device  reaches  the  classes  who  would 
pay  cash  in  any  event,  and  the  effect  of  a  cash  discount  is 
often  lost,  since  trading  stamps  are  given  with  charge  ac- 
counts as  well  as  cash  sales.  Moreover,  the  cost  is  said  to  be 
several  per  cent  more  than  the  total  cost  of  the  charge  system, 
including  all  losses  from  bad  debts. 

A  few  large  stores  operate  private  or  state  banks,  which 
receive  interest  bearing  deposits  from  regular  patrons.  R.  H. 
Macy  and  Company  of  New  York  has  developed  a  Deposit 
Account  plan.  It  allows  3%  per  cent  on  average  daily  bal- 
ances, of  $25  and  over,  credited  quarterly.  Purchases  when 
made  are  at  once  charged  against  the  account,  and  a  monthly 
statement  is  rendered,  showing  the  unexpended  balance,  as  well 
as  an  itemized  list  of  purchases.  This  store  carries  no  charge 
accounts  and  uses  this  system  in  lieu  thereof.  Some  stores, 
however,  operate  a  bank  in  addition  to  a  charge  system. 

Basis  of  Retail  Credit 

Retail  credits  differ  from  wholesale  in  a  number  of  ways. 
They  are  obviously  larger  in  number  and  smaller  in  amount. 
A  department  store  may  have  from  50,000  to  200,000  accounts, 
while  an  important  jobber  seldom  has  one-tenth  that  number. 
This  fact  means  greater  diversification  of  risks,  although  it 
results  in  a  mass  of  detailed  records.  Many  retailers  seek  to 
limit  this  by  varying  their  investigation  according  to  the  type 
of  risk,  and  concentrating  collection  of  data  upon  those 
accounts  showing  unusual  features.  Moreover,  the  retail 
group  is  heterogeneous,  the  wholesale  on  the  contrary  rela- 
tively homogeneous.  Again,  retail  credit  stresses  the  personal 
factor.  It  grants  credit  "to  individuals  as  heads  of  families 
rather  than  as  heads  of  businesses, ' '  ^  and  personal  credit 

'  E.  P.  Ettinger  and  D.  E.  Golieb,  Credits  and  Oolleotions  (rev.  ed., 
New  York,  1926),  p.  80. 
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is  guarded  jealously.  Credit  mformation  as  to  personal  re- 
sponsibility is  often  given  much  less  freely  than  information 
concerning  the  condition  of  one's  business,  and  the  task  of  the 
retail  credit  grantor  becomes  far  more  delicate  in  consequence. 
In  retail  trade,  too,  service  and  treatment  of  charge  customers 
(many  of  them  women  with  little  knowledge  of  business  meth- 
ods) are  of  prime  importance;  whereas  in  wholesale  trade 
price  and  quality  of  merchandise  mean  much  more.  In  retail 
trade,  the  charge  customer  pays  no  more  than  the  cash  cus- 
tomer, and,  it  is  generally  thought,  has  consideration  ex- 
tended to  him  that  the  cash  customer  does  not  receive. 
Finally,  the  source  of  liquidating  power  lies,  not  in  the  busi- 
ness of  the  debtor,  carried  on  with  the  goods  obtained,  but 
in  his  personal  income.  Hence  regular  terms  are  desirable, 
fixing  a  definite  due  date. 

In  retail  credit,  character  is  fundamental.  The  right  kind 
of  risk  buys  things  which  he  expects  to  be  able  to  pay  for  at 
the  proper  time;  and  if  he  meets  with  temporary  reverses, 
will  pay  as  soon  as  possible.  But  character  must  be  correctly 
interpreted.  Proper  adaptation  of  scale  of  living  to  income 
received  is,  moreover,  necessary.  Much  also  depends  upon 
the  due  date.  This  must  be  adjusted  to  the  time  when  the 
customer  receives  funds,  the  obligation  then  falling  due  and 
the  store  obtaining  its  share  of  these  funds.  The  skilled 
interviewer  develops  special  ability  to  understand  applicants. 
Leading  department  store  credit  men  claim  that  some  inter- 
viewers who  have  been  with  them  for  four  or  five  years  can 
almost  instantly  decide  whether  or  not  the  applicant  is  worthy. 
The  purpose  of  the  interview  is  to  ascertain  the  applicant's 
standing  in  the  community,  his  permanency,  whether  he  lives 
within  his  means,  and  his  ability  to  prosper;  and  to  secure 
sufficient  information  to  trace  him  in  case  of  necessity.  This 
is  in  addition  to  data  designed  to  show  financial  responsibility, 
such  as  income  and  ownership  of  property,  and  social  and 
business  connections. 

The  more  important  factors  that  have  a  bearing  upon  ac- 
ceptance of  an  application  to  open  an  account  are :  * 

8N.  A.  Brisco,  Retail  Credit  Procedure   (New  York,  1929),  pp.  77-80. 
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1.  Wealth  versus  accumulated  resources 

2.  Income,  earned  for  services  and  derived  from  other  sources 

3.  Occupation,  as  affecting  sense  of  responsibility 

4.  Stability  of  income 

5.  Marriage,  as  adding  stability 

6.  Duration  of  residence 

7.  Ownership  or  rental  of  residence 

8.  Standard  of  living,  as  reflecting  thrift  or  extravagance 

9.  Payment  habits,  to  confirm  basis  of  credit  as  shown  by  other 
sources 

10.   Reputation 

Such  factors  determine,  not  merely  the  extent  to  whicli 
credit  may  safely  be  extended,  but  also  the  conditions  under 
which  such  extension  may  take  place:  i.e.,  both  amount  and 
terms.  The  usual  terms  are  monthly,  in  that  bills  for  the 
month's  purchases  are  sent  at  the  close  of  the  month.  Terms 
are  often  too  liberal,  and  indefinite,  and  do  not  offer  incentive 
for  prompt  payment.  Some  light  on  actual  payment  experi- 
ence is  afforded  by  data  of  collection  percentages,  showing 
the  ratio  of  collections  during  the  month  to  outstanding  bal- 
ances due  at  the  close  of  the  preceding  month.  For  355 
department  stores,  the  National  Retail  Survey  showed  an 
average  of  44.5  per  cent  for  1927.^  The  smaller  stores  had 
much  lower  percentages  than  the  larger  ones;  stores  with 
sales  of  less  than  $100,000  had  the  very  low  average  of  24.9 
per  cent.  Variation  according  to  both  section  of  the  country 
and  season  of  the  year  was  shown,  December  being  highest 
and  August  lowest. 

Obtaining  and  Opening  Charge  Accounts 

In  many  stores,  as  already  noted,  increase  in  sales  results 
largely  from  increase  in  the  number  of  customers  using  charge 
accounts.  Hence  credit  and  sales  departments  should  coop- 
erate closely.  Charge  accounts  are  obtained  in  several  ways. 
To  avoid  abuse  through  indiscriminate  offer  of  charge  privi- 
leges, some  stores  do  not  solicit  charge  accounts.  Others, 
however,  try  to  avoid  abuse  by  the  use  of  care.  Salespeople 
may  suggest  charge  accounts  to  good  customers,  a  personal 

9  Op.  cit.,  pp.  8-9. 
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representative  of  the  store  may  call,  or  a  direct  mail  offer 
may  be  made.  In  any  event,  a  good  list  of  prospective  ac- 
counts should  be  prepared,  to  include  individuals  who  have 
use  for  the  store  and  its  goods,  and  who  can  comfortably  and 
conveniently  afford  to  buy  there.  Names  can  be  obtained 
from  the  following  sources : 

1.  Cash  and  C.O.D.  patronage,  including  those  who  pay 
by  check.  These  are  very  susceptible  because  they  know  of 
the  store  and  its  service.  Names  may  be  selected  from  driver's 
route  sheets  in  the  better  neighborhoods,  and  larger  sales 
included.  Salespeople  may  be  asked  to  cooperate  by  sug- 
gesting the  advantages  of  an  account. 

2.  Directories  may  be  used.  These  include  mercantile 
agency  books;  copartnership  directory,  giving  business  con- 
nections ;  Elite  Directory,  giving  residences ;  the  telephone  di- 
rectory for  the  suburbs;  the  city  directory;  the  Directory  of 
Directors;  Stock  Exchange  Directory;  bankers'  directories; 
college  bulletins,  containing  lists  of  faculty,  trustees,  and 
students;  and  the  various  engineering,  medical,  and  other 
scientific  periodicals. 

3.  Newspapers  and  magazines  carrying  lists  of  weddings, 
engagements,  births,  deaths,  society  notes,  local  social  festivi- 
ties, etc.  The  appeal  may  be  directed  accordingly.  More- 
over, removals  and  purchases  of  residences  reported  may  be 
scanned. 

4.  Inactive  accounts.  Letters  may  be  written  to  ascertain 
the  cause  of  inactivity,  but  they  must  have  a  personal  appear- 
ance and  tone. 

5.  Specially  selected  lists  may  be  purchased  from  various 
organizations. 

In  the  case  of  smaller  establishments,  the  proprietor  or 
credit  manager  himself  interviews  the  applicant;  in  large 
ones,  application  clerks  have  the  duty  delegated  to  them  of 
obtaining  information  and  expressing  an  opinion  of  the  risk. 
The  application  clerk  must  conduct  the  interview  with  tact, 
since  the  charge  customer  makes  her  first  acquaintance  with 
the  store  through  him.  Privacy  is  essential,  and  the  applicant 
must  be  kept  at  ease  throughout  the  interview.    It  should  be 


Data 


BEQUEST  FOR  CHARGE  ACCOMMODATIONS 
with 


Serial  No, 


a  member  of 
This  form  adopted  and  used  by  all  members. 


NAME- 


Sornune  flnt  and  full  flnt  nam* 


Wife's  Narae- 
Rea.  Address- 


Married  _ 
Single 


Widow 

Dependents- 
Age. 


Salary  $_ 
Phone  No._ 


Qwo- 


_Boom Par.  Apt. Eent  from  - 


Former  Address. 
Business 


-  Address-- 


Employed  by 

Lodge  or  Union . 


_How  long- 


-Furniture- 


Buying  on  Installments 
-Auto Musical Other — 


REFERENCES 

Ck.  Acct  Sig.- 


Bank- 


-  Savings  Acct.- 


Mercantile. 


Personal- 


Relative - 


Insurance  with  - 


Others  authorized  to  buy.. 


The  above  information  is  given  for  the  puipose  of  obtaining  credit  from  'time  to 
time  and  shall  be  regarded  as  true  and  correct  Accounts  to  be  settled  in  full  each 
month  or  as  otherwise  agreed 


Signature  - 


Fig.  31.    AppucAnoN  for  retail  oharge  account 
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conducted  in  a  dignified  and  courteous  manner,  while  the 
questioning  should  be  varied  according  to  the  impressions 
gained  as  the  interview  proceeds.  A  risk  of  unquestioned 
responsibility  need  not  be  subject  to  as  close  inquiry  as  one  of 
very  limited  means.  If  the  interview  is  diplomatically  treated, 
in  a  pleasant  matter  of  course  manner,  the  customer's  good 
will  is  secured  and  held.  It  is  especially  difficult  to  conduct 
the  interview  where  the  customer  says  "charge  it,"  without 
having  opened  an  account  previously.  The  first  purchase 
may  have  to  be  passed  on  very  meager  information  rather 
than  to  take  the  risk  of  offending  an  excellent  future  cus- 
tomer.^" 

•Most  stores  use  an  application  blank  or  card,  which,  in 
many  cities  where  a  credit  bureau  is  in  operation,  the  bureau 
often  supplies  to  its  members  and  is  furnished  with  a  dupli- 
cate copy.  A  form  is  reproduced  herewith  (Figure  31).  The 
items  generally  requested  are  shown  thereon,  and  a  few 
observations  may  be  made  about  each.  It  should  be  borne 
in  mind  that  a  form  which  is  too  long  defeats  its  own  purpose, 
and  the  application  clerk  should  omit  those  items  deemed 
unnecessary  in  the  individual  case.  People  of  established 
credit  require  less  data  than  do  those  who  have  no  accounts 
elsewhere. 

1.  Name  in  full.  Avoids  confusion,  hence  embarrassment  and 
loss.  Shows  nationality  and  indicates  ■whether  account  is  opened 
in  name  of  husband  or  wife. 

2.  Residence.  Locality  in  which  applicant  lives  gives  idea  as 
to  means,  although  if  excessive  rent  is  paid  the  situation  is  bad. 
The  former  address,  as  well  as  the  present  one,  facilitates  iden- 
tification by  references  consulted  by  credit  bureaus.  If  the  appli- 
cant is  a  newcomer,  the  credit  man  must  ascertain  whether  he  is 

10  Classification  of  a  concern's  own  accounts,  and  consideration  of 
payment  habits  of  each  group,  is  often  helpful,  especially  in  making 
decisions  on  new  applicants.  Thus  the  credit  manager  of  a  retail 
jeweler  in  Detroit  divided  3,000  of  his  accounts  into  14  nationalistic 
and  one  doubtful  group,  and  into  22  trade  and  professional  groups. 
While  334,  or  11.1  per  cent  of  the  total  number  who  opened  accounts, 
failed  to  pay  without  some  pressure  being  brought  to  bear  upon  them, 
the  percentage  varied  greatly  for  the  different  vocations  and  nationali- 
ties. See  D.  G.  Baird,  in  The  Keystone,  April,  1921,  cited  in  Ettinger 
and  Golieb,  op.  cit.,  p.  358. 
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a  temporary  visitor,  and,  if  so,  obtain  his  home  address  and  prob- 
able length  of  stay  in  town.  There  are  facilities  in  the  larger  cities 
to  obtain  last  owner  cards  at  low  cost. 

3.  Age.  For  minors,  the  consent  of  the  parents  or  a  written 
guarantee  from  them  or  some  other  responsible  person  should  be 
secured  before  the  charge  is  approved.  A  minor  is  not  legally 
capable  of  entering  into  a  contract. 

4.  Business.  Name  of  concern  with  which  connected  or  of  which 
a  member,  also  capacity  and  length  of  service.  Often  the  salary 
or  wage  must  be  ascertained,  but  much  diplomacy  must  then  be 
employed  by  the  interviewer,  since  many  individuals  resent  dis- 
closing such  facts.  Often,  however,  occupation  conveys  some  idea, 
at  least,  of  income. 

5.  Business  address.  This  is  a  convenience  in  locating  the  indi- 
vidual who  changes  his  residence,  as  well  as  in  investigating,  veri- 
fying his  statements,  and  tracing  him  if  he  later  moves  to  another 
town  or  city. 

6.  Bank.  Possession  of  checking  or  savings  account  evidences  a 
certain  degree  of  responsibility.  Prom  the  bank  (other  than  the 
savings  bank)  can  be  obtained  the  name  in  which  the  account  is 
carried,  some  idea  of  balance  maintained  and  conduct  of  the  ac- 
count, but  otherwise  bank  information  is  of  no  great  importance. 
City  and  civil  service  employees  are  generally  simple  to  handle, 
since  their  wages  can  be  garnisheed  if  necessary,  although  this  is 
of  little  help  if  there  are  a  number  of  preceding  creditors. 

7.  Trade  and  personal  references.  They  are  of  several  classes: 
preferably,  other  merchants  with  whom  the  individual  has  charge 
accounts,  other  individuals  who  already  have  accounts  with  -the 
store,  and  other  personal  references.  Since  the  individual  natu- 
rally gives  only  those  favorably  disposed  toward  him,  they  may 
be  used  chiefly  to  corroborate  other  information,  and  to  assist  in 
locating  him  later  if  necessary.  Frequently  it  is  necessary  to  ask 
if  reference  may  be  made  direct  to  the  employer  or  a  responsible 
officer.  The  extent  of  existing  commitments  on  installment  ac- 
counts is  also  highly  desirable. 

8.  Property/  owned.  In  whose  name  it  stands,  and  encum- 
brances thereon.  Ownership  of  real  estate  often  affords  a  satis- 
factory basis  for  the  opening  of  an  account. 

9.  Signature.  This  is  very  important,  especially  where  used  for 
identification  in  making  purchases. 

To  these  data  should  be  added  legal  difficulties,  if  any,  and 
any  other  pertinent  remarks.  These,  briefly,  stated,  are  very 
helpful  when  passing  upon  the  account  later. 
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Passing  Upon  the  Account 

A  credit  limit  should  be  assigned  when  the  account  is 
opened.  Some  suggest  it  is  well  to  get  from  the  customer  a 
statement  of  the  highest  probable  amount  which  the  account 
will  reach  during  any  one  month,  the  figure  he  names  then 
acting  as  a  check.  Often,  however,  it  is  not  considered  wise 
to  give  the  customer  any  idea  of  the  limit,  and  some  houses 
even  have  the  rating  coded  on  their  papers.  Such  limits  do 
not  always  represent  the  maximum  credit  which  the  store 
will  extend  the  customer,  but  rather  the  amount  usually  pur- 
chased by  a  person  of  that  income  group.  Greater  purchases 
call  for  credit  office  consideration.  In  other  words,  the  ac- 
count limit  is  not  an  actual  limit,  but  merely  the  figure  at 
which  the  bookkeeper  is  instructed  to  notify  the  authorizers 
who  then  OK  no  further  charges,  but  refer  them  to  the  credit 
man.  Accounts  may  be  classified  according  to  size  of  limit, 
e.g.,  $25,  $35,  $50,  $75,  $100,  and  $200.  Limits  are  fixed: 
in  relation  to  income;  by  taking  average  of  other  bureau 
accounts  and  allowing  the  highest  amount  paid  within  a  cer- 
tain period,  such  as  60  days;  or  by  taking  purchases  within 
the  credit  period,  plus  the  usual  time  allowed.  These  are  the 
principal  methods. 

The  account  may  be  closed  when  past  due  a  specified  num- 
ber of  days.  It  is  desirable  to  prevent  overbuying,  and  also 
desirable  to  avoid  referring  an  account  too  frequently.  Some 
houses  ask  authorizers  to  remember  amounts  charged  dur- 
ing the  day,  to  see  that  the  total  does  not  exceed  the  limit. 
This,  however,  is  unfair  and  unsatisfactory,  and  impracticable 
when  there  are  several  authorization  stations.  It  is  far  better 
to  permit  authorizers  to  check  as  many  transactions  as  they 
wish,  provided  each  is  not  over  10  or  20  per  cent  of  the  limit, 
and  to  refer  only  a  greater  amount  to  the  central  office  for 
attention.  Stores  usually  have  a  bookkeeping  limit  which  is 
from  two  to  four  times  the  authorized  limit.  Overbuying 
with  prompt  paying  of  bills  may  be  allowed  beyond  the  limit, 
but  unsatisfactory  payment  calls  for  a  direct  message  from 
the  credit  department,  requiring  an  interview,  specifying  that 
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none  beyond  the  present  purchase  wiU  be  shipped,  or  out- 
right refusal  to  fill  the  order. 

The  last  step  in  initial  negotiations  with  an  applicant  is  to 
notify  him  that  the  account  has  been  granted  or  refused. 
The  method  of  notification  varies  with  the  policy  of  the  house, 
some  letters  being  elaborate,  others  concise  and  formal.  A 
letter  of  declination  should  be  carefully  worded  and  should 
avoid  giving  offense,  taking  the  position  that  if  the  customer 
will  give  proper  evidence  of  his  fiinancial  responsibility,  the 
house  will  be  glad  to  open  the  account.  A  guaranty  may  be 
suggested  in  certain  cases. 

Sources  of  Retail  Credit  Information 

In  addition  to  the  personal  interview  with  the  applicant, 
several  other  sources  of  information  are  available  to  the  retail 
credit  grantor.  Recourse  may  be  had  to  banks,  business  and 
personal  references,  credit  reporting  agencies,  and  retail  credit 
bureaus.  Banks,  as  well  as  business  and  personal  references, 
may  be  consulted  by  telephone,  by  representative,  or  by  mail. 
The  applicant's  personal  references  are  generally  regarded  as 
of  but  moderate  value. 

For  the  case  in  which  the  line  does  not  exceed  the  usual 
limit,  the  credit  manager  ordinarily  ascertains  the  experience 
of  the  trade  with  the  applicant,  verifies  his  identity,  and 
checks  the  credit.  Unusual  conditions,  such  as  when  the  ap- 
plicant has  had  no  previous  accounts  or  when  substantial 
credit  is  desired,  require  special  investigation.  With  the  pas- 
sage of  time,  credit  bureaus  and  agencies  originally  organized 
for  the  purpose  of  gathering  trade  information  have  taken 
upon  themselves  additional  activities,  so  that  they  now  as- 
semble a  wide  range  of  data. 

Agencies  and  bureaus  to-day  differ  chiefly  in  ownership — 
whether  private  or  merchant  owned — ^rather  than  in  methods. 
Bureaus  are  strictly  cooperative  and  nonprofit-making  asso- 
ciations operated  for  the  mutual  benefit  of  their  members, 
with  control  by  the  latter  in  any  one  of  a  number  of  forms. 
Agencies  date  back  much  further  than  bureaus,  which  were 
almost  unknown  before  1900,  but  have  shown  extremely  rapid 
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growth  in  recent  years.  The  first  retail  credit  agency  in  the 
United  States  was  established  in  Brooklyn,  N.  Y.,  in  1869, 
while  in  point  of  continuous  service  the  Retail  Dealers  Pro- 
tective Association  of  New  York  City,  established  in  1872,  is 
the  oldest  in  the  country."  In  1900  there  were  some  fifty 
reporting  services.  In  1906,  the  first  step  was  taken  to  link 
up  individual  units,  when  a  group  of  twelve  agency  men 
met  in  New  York  City  and  organized  the  National  Asso- 
ciation of  Mercantile  Agencies.  In  1912,  at  its  annual  con- 
vention in  Spokane,  "Washington,  the  Retail  Credit  Men's 
National  Association  was  formed.  In  1921,  the  former  or- 
ganization was  merged  with  the  latter  as  its  Credit  Service 
Exchange  Division,  and  in  1924  the  offices  of  both  were 
consolidated.  At  the  time  of  consolidation,  there  were  267 
allied  service  "stations";  one  year  later  there  were  471,  and 
in  March,  1928,  when  the  name  was  changed  to  the  National 
Retail  Credit  Association,  there  were  912.  It  now  has  17,000 
members  and  its  local  and  affiliated  bureaus  exceed  1,000; 
all  cities  of  over  75,000  have  an  affiliated  bureau,  while  only 
seven  cities  of  over  50,000  and  16  of  over  25,000  have  no 
affiliated  bureau,  but  some  of  the  latter  have  independent 
bureaus.  The  growth  of  retail  credit  reporting  facilities  is 
further  seen  by  the  fact  that,  as  compared  with  some  300 
reporting  services  in  1918,  there  were  in  1927  some  1,400. 

Prior  to  the  rise  of  the  bureau,  the  retail  credit  grantor 
was  governed  chiefly  by  his  own  personal  knowledge  or  the 
outward  appearance  of  the  applicant.  While  the  agencies 
furnished  some  information,  the  need  was  felt  of  applying 
systematically  the  interchange  principle  already  being  de- 
veloped in  the  field  of  wholesale  credits.  This  need  was  height- 
ened as  communities  increased  in  size,  population  began  to 
shift  constantly,  patrons  began  to  trade  with  several  mer- 
chants handling  the  same  line  of  goods  and  to  have  less  con- 
tact with  retailers,  and  as  patrons  and  strangers  began  to 
request  credit  more  freely ;  and  another  factor  was  that  the 
size  of  retail  establishments  increased  greatly.     The  result 


11  J.  E.  Truesdale,   Credit  Bureau  Management    (New  York,   1927), 
sketches  the  history. 
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was  to  increase  the  need  for  supplementing  personal  knowl- 
edge by  more  systematic  credit  work,  and  this  involved  re- 
liance upon  an  organization  which  would  compile  accurate 
and  thoroughgoing  data.  Ledger  interchange  was  the  answer, 
but  extended  so  as  to  gather  all  relevant  data  instead  of  con- 
fining itselE  merely  to  ledger  facts.  The  answer  is  seen  in  the 
fact  that  there  is  to-day  hardly  a  city  of  any  size  in  the 
United  States  without  a  central  bureau  to  collect  and  dis- 
seminate data  with  respect  to  individuals  seeking  to  open 
charge  accounts,  and  that  the  National  Association  has  ex- 
panded rapidly,  to  coordinate  the  work  of  its  local  constituents. 
Bureaus  differ  somewhat  in  structure  and  scope.  Some 
of  the  larger  bureaus  include  professional  men,  such  as  phy- 
sicians and  dentists,  but  attorneys  are  not  often  admitted. 
Hotels,  banks,  and  financial  institutions  are  sought  as  mem- 
bers. In  addition  to  general  bureaus  and  agencies,  some 
agencies  are  now  specialized.  The  two  chief  branches  that 
require  special  information  are  insurance  companies  and 
finance  companies,  supplied  by  certain  bureaus.  Some  trade 
organizations  have  instituted  a  specialized  reporting  service 
for  their  members,  e.g.,  the  building  owners  and  managers, 
and  the  master  plumbers,  both  in  New  York. 

Trade  Clearance 

The  three  basic  services  of  a  retail  credit  bureau  are  in- 
vestigation, ledger  interchange  or  clearance,  and  collections. 
At  the  outset,  many  bureaus  alone  undertook  ledger  clearance 
for  their  members.  Such  interchange  of  data  possesses  the 
same  advantages,  for  both  merchant  and  customer,  as  does 
interchange  in  the  field  of  wholesale  credits. 

Bureau  methods  of  operation  in  interchanging  data  differ 
somewhat.  Some  bureaus  merely  operate  on  the  incomplete 
report  system  already  mentioned  in  Chapter  IX,  but  most 
operate  on  the  complete  report  system.  With  the  latter,  each 
member  is  assigned  a  number  for  purposes  of  identification, 
which  also  serves  to  indicate  the  line  of  trade.  Each  new 
member  files  his  charge  accounts  with  the  bureau  on  special 
forms  provided  for  the  purpose,  which  include  name,  resi- 
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dence,  business  address,  and  occupation,  and  perhaps  highest 
purchases  and  time  of  payment.  At  regular  intervals  there- 
after, such  as  daily  or  weekly,  he  reports:  new  accounts 
opened  and  accounts  closed,  together  with  the  reason  therefor ; 
those  turned  over  to  an  attorney  for  collection,  or  charged 
to  profit  and  loss ;  those  on  which  derogatory  information  is 
received;  and  those  which  show  change  in  address.  Some 
bureaus  ask  the  member  when  he  files  a  name  to  supply  com- 
plete ledger  data,  such  as  length  of  time  sold,  highest  credit, 
amount  owing,  for  what  period,  payment  habits,  and  whether 
or  not  the  account  is  satisfactory.  Others  even  go  so  far  as 
to  ask  for  duplicates  of  all  applications  for  credit,  together 
with  approval  or  disapproval  and,  if  the  latter,  reasons  there- 
for. To  supplement  the  derogatory  information  received, 
and  make  sure  that  its  records  are  current,  some  bureaus 
follow  up  new  accounts  at  the  end  of  sixty  or  ninety  days, 
in  order  to  ascertain  payment  habits  and,  if  necessary,  to 
correct  ratings.  The  members  often  indicate  their  experience 
in  accordance  with  a  regular  code  or  key,  a  copy  of  which 
is  furnished  to  each  member. 

To  be  contrasted  with  those  bureaus  which  obtain  complete 
data,  are  those  which  obtain  information  only  on  persons 
whose  credit  is  impaired.  Their  members  do  not  submit  com- 
plete lists  of  customers,  nor  do  they  report  new  accounts 
opened.  Instead,  they  report  merely  unfavorable  experiences 
with  their  customers.  Such  an  abbreviated  reporting  system 
is  cheaper,  but  is  used  chiefly  because  of  the  reluctance  of 
small  town  merchants  to  disclose  their  customers.  It  pro- 
vides no  adequate  basis  for  constructive  credit  work  in  setting 
limits,  and  is  purely  negative  in  character. 

All  the  ledger  information  received,  and  numbers  of  the 
givers,  credit  and  ratings,  are  entered  on  a  master  card,  which 
is  filed  alphabetically,  or  may  be  held  in  a  special  supple- 
mentary file.  When  an  inquiry  is  received,  references  given 
by  the  customer  are  cleared,  to  supplement  those  trade  refer- 
ences already  on  file.  The  bureau  either  obtains  its  data  by 
having  a  messenger  call  personally  on  the  stores  every  day, 
or  by  telephone  communication.     Data  may  be  obtained  di- 
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reet  from  other  bureaus  on  individuals  formerly  residing 
elsewhere,  by  means  of  a  standard  prepaid  inquiry  ticket, 
to  which  is  attached  a  coupon  that  is  really  a  cheek  for  the 
fee,  provided  by  the  National  Association,  which  has  endeav- 
ored to  standardize  such  interbureau  interchange. 

Bureaus  make  this  data  available  in  several  ways.  Many 
furnish  information  to  members  by  telephone.  The  clerk  in 
the  bureau  reads  off  to  the  member  the  information  on  file, 
and  gathers  more  recent  data  on  the  subject  by  questioning 
interested  members,  which  data,  when  complete,  he  telephones 
to  the  inquirer.  In  many  bureaus,  some  members  regard  the 
matter  as  so  important  that  they  have  direct  connection  with 
the  bureau.  Otherwise,  the  house  fills  out  a  regular  inquiry 
form,  which  a  messenger  takes  to  the  bureau  on  a  regular 
scheduled  trip.  A  report,  oral  or  written,  is  given  immedi- 
ately if  the  information  on  the  master  card  is  not  over  sixty 
or  ninety  days  old;  while  if  it  is  too  old,  or  derogatory  in- 
formation is  shown,  the  name  is  cleared  by  telephone  or  mes- 
senger up  to  the  date  in  question  and  a  report  is  prepared. 
The  bureau  may  furnish  a  report  showing  total  indebtedness 
instead  of  merely  code  ratings  given  by  members.  The  aim 
of  all  bureaus  is  a  twenty-four  to  forty-eight  hour  service 
on  all  inquiries.^^  A  form  is  reproduced  herewith  (Figure 
32).  In  addition  to  regular  reports,  members  interested  in 
a  name  are  advised  when  derogatory  information  is  received, 
and  do  not  merely  depend  upon  publication  of  the  item  in  a 
bulletin.  This  enables  control  over  accounts  of  those  who  pur- 
chase beyond  their  means,  or  open  numerous  accounts  when 
not  well  established. 

As  in  wholesale  credit,  group  service  is  attracting  wide 
attention.  Several  large  bureaus  have  established  highly  suc- 
cessful groups.  Denver  may  be  cited  for  purposes  of  illus- 
tration.^^ The  Denver  Credit  Bureau  has  organized  the  fol- 
lowing groups :  department  and  large  stores,  building  material 
dealers,  paint  club    (subgroup  of  building  materials),  coal 

12  Mention  may  be  made  of  the  telautograph  service  established  in 
New  York  City  between  several  stores  and  the  bureau,  as  well  as  of 
the  establishment  of  several  suburban  bureaus  from  that  center. 

13  Brisco,  op.  cit.,  p.  100,  based  on  Truesdale,  op.  cit.,  pp.  198-200. 
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dealers,  laundrymen,  automobile  dealers,  dentists,  physicians, 
installment  merchants,  financing  companies,  industrial  banks, 
rental  group,  and  driverless  auto  group.  Bach  group  estab- 
lishes its  own  rules,  adapted  to  its  special  needs,  and  controls 
its  members,  who  must  be  members  of  the  Denver  Credit 
Association.  Membership  costs  $30  a  year,  for  which  a  hun- 
dred telephone  reports  are  furnished,  and  additional  reports 
cost  20  cents  each.  Groups  meet  weekly,  semimonthly  or 
monthly  at  luncheon.  The  member  is  allowed  a  maximum  of 
three  inquiries  at  meetings.  The  bureau  gathers,  tabulates, 
and  sends  out  the  reports,  making  a  complete  report  to  the 
group  meeting  on  each  inquiry.  Members  not  present  receive 
the  service  only  at  the  regular  rates. 

Special  Beports 

More  recent  than  the  clearance  work  of  the  bureaus  is  their 
preparation  of  special  reports,  which  include  antecedents,  re- 
sources, general  standing,  and  reputation.  A  direct  interview 
is  had  by  many  bureaus  with  the  credit  applicant,  the  data 
elicited  being  verified  from  other  sources.  Some  bureaus, 
however,  rely  entirely  upon  the  sources  other  than  the  appli- 
cant. The  advantage  of  the  direct  interview  lies  in  the  fact 
that  most  stores  neglect  to  secure  complete  identification 
and  banking  connections,  which  can  usually  be  learned  in  no 
other  way.  Moreover,  such  information  is  more  complete, 
although  the  individual  knows  he  is  being  investigated.  With 
either  method,  the  data  are  obtained  by  a  staff  of  outside 
investigators,  who  also  visit  apartment  house  agents,  neigh- 
bors, relatives  and  friends,  employers  and  business  associates, 
and  banking  connections  of  the  customer.  A  large  city  has 
its  investigators  specialized  by  zones.  An  inside  staff  cheeks 
and  verifies  minor  details  by  telephone.  Out  of  town  as  well 
as  local  reporting  is  conducted,  usually  by  correspondence 
with  local  retail  credit  bureaus,  or,  if  the  community  operates 
none,  with  attorneys  or  banks. 

Considerable  information,  largely  of  a  legal  nature,  is  often 
obtained,  relating  to  suits,  assignments,  mortgages  (both  chat- 
tel and  real  estate),  foreclosures,  conditional  sales  contracts, 
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garnishments,  transfer  of  deeds,  etc.  Marriage  and  divorce 
records,  births,  deaths,  new  arrivals,  and  changes  in  address 
can  also  be  obtained  from  courts  and  the  daily  press. 

Information  contained  in  special  reports  may  be  classified 
under  the  foUo-wing  heads  :^* 

1.  Antecedents,  or  history 

Age,  marriage,  status,  family 

Home  conditions  and  appearance 

Permanence  of  residence 

Mode  of  living 

General  reputation  on  social  standing 

2.  Eesources  and  income 

Position  in  business   and   success  in  enterprise 

Salary  or  commission  earned 

Personal  investments 

Eeal  estate  investments 

Inheritance  or  income  from  trust  funds 

Allowance 

3.  Bank 

Size  of  bank  account  or  accounts 
Credit  dealings  with  bank,  if  any 
Opinion  of  the  bank 

4.  Items  of  public  record 

Suits 

Liens 

Tax  assessments 

Judgments 

Chattel  mortgages 

Mortgages  on  real  property 

As  early  as  1907,  a  standard  report  form  was  considered. 
As  given  by  Truesdale,^^  illustrated  in  a  model  report  he 
reproduces,  the  same  items  are  covered,  though  in  somewhat 
different  order.  The  significance  of  the  points  covered  will 
be  self-evident.  The  National  Retail  Credit  Association 
strongly  discourages  the  giving  of  opinions,  holding  that  the 
function  of  a  bureau  is  to  assemble  and  deliver  credit  in- 
formation, while  the  function  of  the  merchant  is  to  render 
his  decision  upon  the  facts  submitted  by  the  bureau. 

1*  Brisco,  op.  cit.,  p.  57. 
i^Truesdale,  op.  cit.,  pp.  222-230. 


RETAIL  CREDITS  439 

Model  Report 

Confidential  Report 

RETAIL  MERCHANTS  ASSOCIATION 

Savannah,  G-eorgia 


The  facts  on  which  this  report  is  based  were  obtained  from 
apparently  reliable  sources  and,  in  response  to  inquiry,  are 
communicated  in  strict  confidence.  Neither  the  actual  verity  nor 
the  correctness  of  the  information  on  this  sheet  are  in  any 
manner  guaranteed. 


Identity    Dietrich,  Walter  Tred   (Marie  W.),   224   Hickory 

St.,  Savannah,  Ga.,  Secy.-Treas.,  Coastal  Ford 
Co.,  2010  Motor  Row  Blvd.  Is  40  to  45  years  old; 
married,  has  three  children,  two  of  whom  are  de- 
pendent. 

History     Came  here  in  1920   from   Tampa,  Pla.     A  report 

from  Tampa  at  the  time  showed  various  unskilled 
occupations  and  many  addresses.  Last  employment 
in  Tampa  clerical.  Came  here  to  accept  a  position 
as  bookkeeper  for  the  Lincoln-Buick  Company.  In 
last  six  years  is  on  record  as  holding  five  different 
positions.  Has  moved  frequently.  Last  three  pre- 
vious addresses  415  Gaston,  2028  Duffy,  and  R.D.  4. 

Reputation  ...Reputation  reported  by  T'ampa:  "honest  inten- 
tions"; "good  habits";  "not  much  of  a  manager." 
No  change  is  noted  here.  Is  a  man  of  fairly  mod- 
erate ability.    No  bad  habits. 

Resources  . . .  .No  wealth  here  or  previously.  Lives  in  rented 
property.  Pays  $45  a  month  rent.  Has  managed 
to  keep  employed  steadily  but  has  never  had  other 
than  a  moderate  salary.  Bought  a  second  hand 
touring  car  in  1924  which  he  still  owns.  Oldest  son 
is  employed.  Is  said  to  turn  over  sufficient  of  his 
wages  to  equal  his  room  and  board.  Mr.  Dietrich 
is  now  employed  as  Secy.-Treas.  of  the  Coastal 
Ford  Company  at  a  salary  of  about  $175  a  month. 
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Credit  Record  .(Reference   L.    E.    Wilson    Co.)      Sold   two 

years.    H.C.    $50.    Pays  30  days.    Owes  . .     $  20 
(Reference,    Colbert    Auto    Co.)      One    ac- 
count  1924   $200.      Paid    $20    a   month   as 

agreed.     Owes   $  00 

(Dept.  Store.)     Sold  five  years.    H.C.    $300. 

Pays  30  to  60  days.     Owes  $  75 

(Grocer.)  Sold  two  or  three  years,  up  to 
$40.     Paid  twice  a  month;  usually  prompt. 

Owes     $  00 

(Grocer.)  Sold  six  months.  H.C.  $50. 
Slow,  account  of  illness.     Consider  honest. 

Owes    $  40 

(Furniture.)  Several  accounts.  H.C.  $200. 
Did  pay  terms  as  agreed,  although  lately  has 
been  a  little  slow.     Owes   $  90 

Total    indebtedness    $225 

Feb.  1,  1927 

To  A.  B.  Carter,  Atlanta 

Rating  Books  and  Other  Services 

In  the  early  days,  almost  all  bureaus  prepared  rating  books 
or  credit  guides,  which  contained  in  condensed  form  the  en- 
tire contents  of  their  credit  files.  Many  have  discontinued 
them,  although  to-day  more  agencies  than  bureaus  issue  them. 
In  1924,  it  was  found  that  only  35  out  of  162  organizations 
prepared  them.^^  Due  to  the  number  of  names  necessarily 
included,  preparation  took  a  long  time  and  tbey  were  cor- 
respondingly out  of  date  when  issued.  It  is  claimed,  how- 
ever, that  changes  in  standing  are  not  rapid  enough  to  destroy 
their  usefulness,  and  monthly  supplements  can  be  issued.  But 
its  costliness  and  the  development  of  telephone  communica- 
tion have  militated  against  the  system.  The  books  usually 
contain  the  name,  residence,  and  occupation  of  the  individual 
rated,  and  his  pay  rating  or  inclination  to  meet  his  obliga- 
tions.    These  ratings  are  expressed  by  symbols,  such  as:  P, 

16  A  study  some  years  ago  showed  that  in  Kansas  29  per  cent  of  the 
merchant-owned  bureaus  issued  rating  books  and  16  per  cent  of  the 
chamber  of  commerce-owned  bureaus. 

J.  6.  Blocker,  Retail  Credit  Bureaus  in  Kansas  (Bureau  of  Business 
Research,  University  of  Kansas,  1927),  pp.  31-32. 
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prompt  pay;  S,  slow  but  good;  X,  poor,  whether  through 
carelessness  or  indifference,  hence  not  recommended.  The 
number  of  merchants  reporting  is  often  shown,  and  a  di- 
vergence is  indicated,  such  as  P5  S2,  which  shows  that  5 
merchants  report  prompt  and  2  slow.  In  general,  credit  is 
extended  rather  freely  when  prompt  pay  predominates,  and. 
cash  or  security  required  when  one  or  both  of  the  other  ratings 
predominate. 

Rating  books  usually  contain  only  names  of  current  buyers 
on  credit.  As  a  whole,  they  do  not  include  transients,  minors 
residing  with  parents,  cash  buyers,  and  persons  concerning 
whom  information  is  limited  or  conflicting,  or  so  superior  that 
no  inquiries  are  made.  Often  the  books  contain  also  a  list 
of  pay  days  established  by  the  different  mercantile  and  in- 
dustrial establishments  in  the  community,  to  guide  retail 
credit  grantors  in  arranging  dates  of  payment  to  coincide 
with  receipt  of  income. 

While  rating  books  have  declined  in  importance,  prepara- 
tion of  a  bulletin  service  has  been  increasing.  Bulletins  are 
usually  issued  weekly  but  in  some  cases  daily,  semimonthly, 
or  monthly.  A  mimeographed  form  is  favored.  These  bul- 
letins contain  lists  of  delinquent  accounts  and  unsatisfactory 
experiences,  sent  to  the  general  membership  after  interested 
members  have  been  informed.  The  items  properly  belonging 
in  such  a  bulletin  have  been  listed  by  certain  authorities  as 
follows  ■" 

1.  Derogatory  information  fumislied  by  the  membersliip : 

Bad  checks;  insufficient  fund  checks;  new  accounts;  accounts 
doubtful;  accounts  closed  and  why;  P.  and  L.  lists;  ac- 
counts filed  for  collection;  collection  accounts  paid;  ad- 
dresses wanted;  addresses  located. 

2.  Derogatory  information  furnished  by  other  credit  bureaus,  state, 
or  national  organizations : 

Check  operators  and  swindlers  operating  on  a  national  scale. 

3.  Changes  of  address: 

Usually  obtained  from  the  utilities  group,  such  as  electric, 
gas,  water,  or  telephone;  newcomers'  addresses  located; 
changes  of  address. 


IT  Truesdale,  op.  dt.,  pp.  162-163,  cited  in  Brisco,  op.  cit.,  pp.  96-97. 
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4.  Court  news: 

Business  changes:  corporations,  copartnerships,  transfers,  dis- 
solutions,  bankruptcy  items. 

Real  estate:  mortgages;  chattels;  liens;  building  permits; 
sales;  leases;  assignments;  releases;  tax  assessments;  de- 
linquent taxes;  probate  items;  sheriff's  executions;  sheriff's 
sales. 

Other  property:  auto  licenses;  auto  liens;  bills  of  sale,  etc. 

5.  Vital  statistics : 

Births,  marriages,  deaths. 

The  bureau  has  often  a  working  agreement  with  the  post- 
office  department,  and  sometimes  with  the  express  companies, 
whereby  the  names  of  forgers,  passers  of  "bad  paper,"  and 
other  suspicious  individuals  are  reported  to  the  bureau. 

Miscellaneous  services,  other  than  collection  service,  which 
have  been  developed,  may  be  summarized  as  follows : 

1.  Telephone  notification  to  members  of  the  presence  of  short 
or  bad  check  passers  in  the  community,  and,  in  some  eases,  other 
special  derogatory  items. 

2.  Where  the  clearance  report  shows  unusually  heavy  purchases 
on  some  accounts  and  overextension  of  credit,  either  the  bureau 
manager  or  the  largest  creditor,  if  creditors  agree,  lays  the  facts 
before  the  customer  in  an  interview.  If  the  latter  cannot  justify 
the  credit,  arrangements  are  made  for  reduction  of  the  account 
by  payments  to  either  the  bureau  or  to  members,  until  the  account 
is  again  reduced  within  safe  limits. 

3.  Tracing  missing  debtors  ("skips").  The  tracing  department 
of  the  national  association  cooperates  with  local  bureaus.  The 
regular  bulletin,  decoy  maU,  and  regular  detective  practice  are 
all  used. 

4.  Business  promotion.  Lists  of  school  teachers,  rural  delivery 
lists,  etc.,  though  not  approved  as  to  credit  standing,  are  furnished. 

5.  Pay  promptly  campaigns,  sponsored  through  newspaper  and 
poster  advertising. 

Certain  trade  papers,  as  well  as  the  national  association, 
have  also  been  active  in  the  field.  In  addition,  general  adver- 
tising may  be  undertaken  by  jobbers  and  manufacturers  to 
secure  better  understanding  by  customers  of  their  obligation 
to  pay  their  bills. 

Charges  for  bureau  service  vary.  A  difference  of  opinion 
exists  to-day  as  to  the  best  basis  of  charge.    The  "flat"  or 
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« 

unlimited  service  is  provided  for  a  monthly  or  yearly  flat 
rate;  the  "metered"  at  so  much  per  call;  and  the  "limited" 
at  a  flat  rate  up  to  a  certain  limit,  above  which  a  metered 
basis  is  used.  The  tendency  to-day,  in  the  cities  at  least,  is 
away  from  a  flat  basis.  Actual  charges  naturally  vary  con- 
siderably, depending  upon  the  service  rendered  and  the  line 
in  question. 

Some  Legal  Aspects 

The  retailer  is  interested  in  the  business  troubles  of  the 
customer,  including  suits,  judgments,  foreclosures,  and  bank- 
ruptcies.^^ These  are  discussed  elsewhere.  Equally  im- 
portant to  him  are  separations,  divorces,  and  deaths. 

The  situation  in  the  case  of  marital  difficulties  will  first  be 
considered.  The  general  rule  of  law  is  that  "the  husband  is 
ordinarily  liable  for  the  reasonable  necessities  obtained  by  the 
wife  for  the  use  of  the  family,  unless  the  husband  has  either 
provided  the  family  with  sufficient  articles  of  the  nature  and 
kind  purchased,  for  their  wants,  or  has  supplied  the  wife 
with  sufficient  money  to  purchase  and  pay  for  what  is  needed 
according  to  her  social  standing  and  the  husband's  income."  ^' 
When  the  wife  buys  goods  she  is  presumably  the  agent  for 
the  husband,  who  may  deny  the  presumption  and  escape 
liability  by  showing  that  he  was  supplying  his  wife  adequately 
with  necessities. 

The  application  of  these  principles  to  any  particular  case 
is  exceedingly  difficult.  The  husband  is  often  notified  when 
an  account  has  been  opened,  perhaps  indirectly,  by  calling 
attention  to  the  men's  department  and  expressing  the  hope 
that  he  will  use  the  account,  so  that  he  can  disclaim  respon- 
sibility at  once  if  he  wishes.  At  times,  the  account  may  be 
placed  in  his  name,  and  the  wife  authorized  to  buy  there- 
is  The  retail  credit  manager  faces  abuse  of  the  bankruptcy  law 
through  heavy  purchases  of  clothing,  jewelry,  and  personal  effects  by 
the  family  of  an  impending  banlcrupt,  which,  as  personal  effects,  cannot 
be  reached  legally  by  the  creditors,  nor  would  they  be  worth  much 
GVGH   if   rP3.(*lip(i 

19  F.  W.  Walter  (ed),  The  Retail  Charge  Account  (New  York,  1922), 
p.  147.  Leading  cases  are  Ryan  v.  Wanamaker,  116  Misc.  Rep.  91; 
Wanamaker  v.  Weaver,  176  N.  Y.  75. 
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under,  or  else  the  husband  may  sign  a  guaranty  when  it  is 
in  her  name.  The  credit  man  canjiot  determine  whether  the 
purchase  is  reasonably  necessary  for  the  family,  nor  can  he 
ascertain  without  much  difficulty  how  much  spending  money 
the  wife  receives,  and  the  exact  amount  of  the  husband's 
income.  The  innocent  creditor  is  further  hampered  by  the 
fact  that  inability  to  obtain  a  verdict  against  the  husband 
is  not  a  precedent  in  the  action  against  the  wife,  so  that  he 
may  be  unable  to  recover  from  either.  A  remedy  is  provided 
in  a  few  states,  for  example  in  New  Jersey  and  Illinois,  where 
husband  and  wife  fight  out  their  legal  battle  themselves  and 
the  creditor  meanwhile  has  a  remedy  to  recover  from  them 
jointly  and  severally  for  any  reasonable  purchases  of  reason- 
able, not  actual,  necessities.  This  is  much  more  satisfactory 
to  the  creditor. 

Where  husband  and  wife  live  apart,  due  to  the  wife's  mis- 
conduct, he  is  not  liable,  but  when  he  is  guilty  of  misconduct, 
he  is  liable,  unless  he  supports  her  or  furnishes  her  with  the 
necessities  of  life.^"  "Where  a  separation  is  granted  or  ar- 
ranged for  by  mutual  consent  of  the  parties  involved,  the 
husband  agrees  to  pay  a  stipulated  amount  for  maintenance 
of  his  wife  and  children.^^  He  then  usually  notifies  the  mer- 
chants with  whom  he  has  charge  accounts,  either  in  writing 
or  by  advertising,  that  he  will  no  longer  be  responsible  for 
any  purchases  unless  his  written  consent  is  first  obtained. 
A  man  whose  wife  or  children  are  extravagant  may  give 
similar  notice,  in  which  case  a  carefuUy  worded  inquiry  to 
the  husband  will  invariably  show  the  provision  made  for  the 
wife  and  minor  children.  When  a  divorce  is  granted  the 
wife,  not  the  husband,  alimony  is  generally  provided,  and 
the  credit  man  must  learn  the  amount  allowed  and  her  own 
financial  resources,  as  well  as  the  number  of  persons  for  whom 
she  must  provide.  But  the  law  provides  that  alimony,  no 
matter  how  liberal  in  amount,  cannot  be  reached  in  levy, 
attachment,  or  garnishee  proceedings  under  a  judgment  regu- 
larly  obtained   against  the  wife,   on   the   ground  that   the 

20  Gould  V.  Gould,  201  A.  D.  674 ;  Pearson  v.  Pearson,  230  N.  Y.  141. 

21  Wives  often  notoriously  "load  up"  in  anticipation  of  a  separation. 
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alimony  is  intended  to  keep  the  wife  from  becoming  a  public 
charge. 

"When  a  debtor  dies,  proof  of  claim  must  be  filed  against 
his  or  her  estate.  When  the  husband  dies,  full  information 
should  be  obtained  as  to  his  will  and  the  size  of  the  estate 
before  the  account  is  continued  in  the  widow's  name.  It  is 
likewise  desirable,  in  the  case  of  an  application  for  a  new 
account,  to  obtain  data  as  to  the  date  and  place  of  the  hus- 
band's death,  and  the  names  of  the  executor  and  the  attorney 
for  the  estate. 

Contracts  with  infants  must  also  be  considered.  The  legal 
age  or  age  of  majority  is  almost  universally  twenty-one  for 
males,  but  some  states  have  fixed  the  age  at  eighteen  for 
females.  A  contract  made  by  an  infant  is  not  void,  but  is 
voidable  at  his  election.  Such  a  contract  may  be  voided  by 
him,  either  before  or  after  reaching  his  majority,  or  may  be 
ratified  (either  by  express  act  or  failure  to  disaffirm  within 
a  reasonable  time)  after  that  birthday.  He  is  liable,  how- 
ever, for  the  reasonable  value  (not  the  contract  price)  of 
necessities  furnished  him  on  his  own  credit  and  not  on  that 
of  parents  or  guardian.  Necessities  are  defined  in  relation  to 
his  station  in  life.  A  man  marrying  before  he  is  twenty- 
one,  however,  is  liable  for  the  support  of  his  wife  and  family 
according  to  his  station  in  life.  If  a  contract  is  disafSrmed, 
such  of  the  goods  bought  during  minority  as  are  in  the  buyer 's 
possession,  must  be  returned  to  the  seller.  Finally,  an  in- 
fant can  bind  his  parent  for  the  purchase  of  necessities  to 
the  extent  that  a  legal  duty  devolves  upon  the  parent  to  sup- 
port him,  generally  up  to  the  age  of  maturity. 

Identifying  Customers 

After  opening  an  account,  the  credit  department  must, 
through  its  system  of  handling,  exercise  as  complete  a  control 
as  practicable  over  it.  Especially  is  speed  plus  accuracy 
necessary  ra  the  case  of  "charge-take"  purchases,  in  order 
not  to  keep  the  customer  waiting;  but  at  the  same  time  the 
store  must  protect  itself.  "Charge-send"  purchases,  to  be 
delivered  to  the   customer's  address,   are  much  simpler  to 
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handle.  The  customer  need  not  be  identified  other  than  by 
address  and  signature,  while  the  authorization  can  be  made  in 
a  more  leisurely  fashion. 

In  the  case  of  "charge-take"  purchases,  competition  has 
forced  methods  that  emphasize  speed  rather  than  protection. 
"The  usual  practice  now  is  to  permit  the  release  of  a  charge- 
take  purchase  which  amounts  to  ten  doUars  or  less,  upon  the 
presentation  of  a  coin  or  some  other  form  of  identification 
to  the  section  manager  who  signs  the  sale  checks.  "^^  The 
problem  is  one  of  identification,  rather  than  authorization. 
Some  stores  even  permit  sales  people  to  deliver  such  purchases 
upon  identification  and  without  the  section  manager's  signa- 
ture, while  one  has  gone  so  far  as  to  require  no  identification 
either.  For  purchases  involving  larger  sums,  the  usual  meth- 
ods may  be  followed. 

Three  general  methods  of  identification  exist.  The  first 
provides  customers  with  either  numbered  metal  charge  coins 
or  cards,  which  indicate  authority  to  purchase  up  to  limits 
indicated  by  the  key.  The  customer  or  her  representative 
presents  it  when  shopping,  and  floormen  or  sales  people  accept 
the  coin  as  an  absolute  means  of  identification.  A  daily  list 
is  issued  to  them  of  all  coins  withdrawn  or  subject  to  special 
instructions.  The  system  relieves  congestion  in  the  credit 
department,  and  it  facilitates  purchase  by  the  customer.  But 
many  people  dislike  to  carry  these  coins,  and  they  are  easily 
lost  or  forgotten,  in  which  case  the  floorman  must  then  pass 
judgment  upon  the  customer.  If  the  coin  is  lost,  it  may  faU 
into  the  hands  of  unscrupulous  individuals  who  will  use  it. 
Finally,  the  cost  of  the  system  is  heavy.  The  basic  check 
under  these  methods  is  afforded  by  comparison  of  the  account 
number  with  the  charge  name.  To  overcome  the  difficulties 
just  recited,  some  stores  identify  their  charge  customers  by 
the  signature  method.  The  customer  signs  each  sales  check, 
and  this  is  compared  by  the  authorizer  with  the  signature  on 
the  credit  department  record.  The  floorman,  too,  signs  to 
indicate  that  he  has  identified  the  customer  to  his  satisfaction 
(by  pass  book,  etc.).    Obtaining  the  signature  has  a  psycho- 

22Brlsco,  op.  cit.,  pp.  137-138. 
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logical  advantage,  and  makes  it  easier  to  trace  fraudulent 
purchases  and  secure  conviction.  Furthermore,  the  system 
makes  it  easier  to  follow  special  instructions  in  the  case  of 
purchases  on  restricted  accounts.  It  is  especially  effective 
when  used  in  connection  with  the  pneumatic  tube  method  of 
authorization.  Third,  floor  manager  identification  alone  may 
be  relied  on,  before  the  purchase  is  referred  to  the  authorizer. 
This  means  but  slight  delay  for  the  customer,  and  permits 
friendly  personal  contact  unless  the  number  of  customers  is 
large.^^ 

Authorizing  Charge  Purchases 

In  connection  with  charge-send  purchases,  authorization 
methods  have  been  highly  developed,  in  the  search  for  greater 
efficiency,  lower  cost,  and  better  control.  The  small  store 
uses  carriers,  messengers,  or  sales  people  to  send  purchases 
to  the  credit  or  delivery  department  for  authorization.  But 
the  large  store,  with  thousands  of  active  accounts,  faces  a 
more  complicated  problem.  Practically  all  the  large  stores 
have  several  sets  of  authorizers.  Some  are  delivery  or  tube 
room  authorizers  (passing  only  limited  amounts),  others  are 
refer  authorizers,  in  direct  charge  of  the  credit  manager  or 
his  assistant,  who  handle  larger  amounts  and  accounts  closed 
or  over  the  limits;  they  also  handle  irregularities,  such  as 
restricted  accounts  and  difference  in  names  or  addresses. 
They  have  two  principal  systems:  the  pneumatic  tube,  and 
the  electric  telephone. 

Under  the  pneumatic  tube  system,  inspectors'  desks  are 
located  at  strategic  points  throughout  the  store,  each  being 
equipped  with  a  complete  tube  station.  If  operated  in  con- 
junction with  a  central  cashing  station,  mechanical  separators 
automatically  separate  cash  from  charge  carriers.  Those 
approved  go  to  a  dispatcher,  those  referred  to  a  refer  au- 
thorizer. Charge-take  carriers  may  be  distinguished  in  color 
from  charge-send  carriers.  The  outstanding  feature  of  the 
system  is  that  the  credit  department  obtains  complete  control 
of  sales  checks,   thereby  preventing   errors.     It  is  subject 

23  The  same  question  of  authorization  arises  when  a  customer  pays 
by  check. 
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to  but  little  mechanical  trouble.  However,  it  may  crumple 
the  slips  and  it  is  somewhat  slow. 

Under  the  electric  telephone  system,  stamping  perforated 
telephone  units  are  located  in  diferent  selling  departments 
throughout  the  store,  and  there  is  an  authorizer's  telephone 
switchboard,  usually  in  the  credit  department.  The  sales 
person  or  wrapper  inserts  the  charge  slip  in  duplicate  in  an 
electrically  operated  device  with  telephone  connection,  and 
secures  connection  with  the  authorizing  room  by  pressing 
a  button,  which  flashes  a  light  at  the  authorizing  keyboard. 
A  slight  ring  signals  the  sales  person  when  the  authorizer 
is  ready  to  receive  the  charge.  She  gives  the  authorizer  the 
name  and  address  of  the  customer,  by  whom  purchased,  and 
amount  of  purchase.  If  approved,  the  authorizer  presses  a 
stamping  button  on  the  switchboard  which  causes  the  device 
to  perforate  on  the  address  label  of  the  sales  slip  the  charge 
phone  number,  date,  and  OK  or  CH.  If  not  approved,  the 
sales  person  is  advised,  and  instructed  what  to  do.  The  ad- 
vantage in  this  system  lies  in  its  speed  and  in  allowing  such 
direct  supervision  by  the  credit  manager.  But  it  permits 
fraud  if  the  conversation  be  overheard,  prevents  signature 
identification  and  requires  sending  of  the  sales  check  if  it  be 
referred. 

The  use  of  the  telautograph  by  large  establishments  should 
also  be  mentioned.  Combined  receiving  and  sending  stations 
in  the  credit  department  and  on  the  different  floors  permit 
communication  by  means  of  writing,  electrically  transmitted 
to  the  desired  station. 

Authorization  may  take  place  at  one  of  three  times.  Under 
sales  check  authorization,  merchandise  is  held  unwrapped  at 
the  packing  desk,  usually  in  the  department  where  sold,  until 
the  authorized  stubs  are  released  from  the  tube  room  or  credit 
ofSce.  To  avoid  congestion  of  packing  facilities  and  to  con- 
centrate on  charge-take  purchases,  delivery  or  package  authori- 
zation was  developed,  whereby  merchandise  is  wrapped  and 
then  sent  to  an  authorization  desk,  where  the  sales  check  is 
then  detached  and  investigated.  The  second  system  is  im- 
practicable for  certain  classes  of  goods  and  prevents  central!- 
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zation  of  authorization,  while  it  may  cause  congestion  in  the 
credit  department.  A  third  system — ^the  draw  back  or  stop — 
has,  therefore,  been  developed.  It  releases  purchases  to  the 
delivery  department  before  they  have  been  investigated  or 
verified.  It  permits  centralized  authorization  and  makes  the 
flow  of  work  to  the  credit  department  more  even,  but  requires 
a  larger  staff  and  gives  opportunity  for  organized  theft. 

Departmental  Organization  and  Records 

Speed  and  accuracy  require  an  effective  departmental  lay- 
out. The  credit  department  of  a  large  establishment  recog- 
nizes the  following  functions,  each  of  which  is  assigned  to 
different  individuals : 

1.  Credit  manager  and  one  or  more  assistants 

2.  Application  clerks,  to  interview  customers,  take  credit  applica- 
tions, and  perhaps  establish  temporary  limits 

3.  Clerks  who  take  the  application  held  for  further  inquiry  and 
follow  up,  record  and  file  the  information  so  secured.  They 
may  be  further  specialized 

4.  Charge  authorizers,  to  pass  on  credits  within  specified  limits 

5.  Eefer  authorizers,  to  pass  on  larger  credits  and  irregularities 

6.  Complaint  clerk 

7.  Collection  clerks 

Credit  files  must  be  carefully  kept,  current  accounts  and 
material  thereon  being  separated  from  old  material.  Piling 
is  either  alphabetical,  geographic,  or  numerical.  The  credit 
folder,  envelope,  or  card  contains  the  information  obtained. 
The  essential  information  should  preferably  be  typed  on  the 
outside  of  the  folder  or  envelope,  and  the  original  application 
ticket,  together  with  replies  to  inquiries,  bureau  and  agency 
reports,  clippings,  and  any  other  data,  inclosed  within.  There 
is,  however,  little  uniformity  in  either  size,  or  in  data  placed 
on  the  outside  of  the  folder.  The  simpler  forms  contain  data 
similar  to  that  appearing  on  the  application  blank,  and,  in 
addition,  usually  special  instructions  concerning  the  account. 
These  generally  deal  with  restrictions,  such  as  "no  goods 
charged  without  written  order  from  customer,"  or  authorized 
by  certain  person  or  department  only.  Other  forms  are  more 
detailed,  and  include  the  classification  of  the  account,  record 
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of  monthly  purchases,  summary  of  reports  of  references,  list 
of  real  estate  owned  and  eneumhrances  thereon,  etc.  Per- 
manent records  may  be  attached  to  one  side  of  the  folder 
and  other  papers  of  a  temporary  nature  attached  to  the 
other,  the  latter  being  destroyed  when  the  folder  is  revised, 
usually  every  six  months.  This  prevents  the  files  from  be- 
coming too  bulky  and  inconvenient  to  consult. 

The  authorizer  should  keep  his  records  so  as  to  insure  quick 
reference  to  the  status  of  customers'  accounts.  The  smaller 
and  medium-sized  houses  still  use  generally  3X5  index 
cards,  filed  vertically  in  accordance  with  a  decimal  system  of 
numbers  and  split  letters.  The  slowness  and  inaccuracy  of 
this  system  has  led  large  institutions  to  install  a  visible  system. 
The  two  most  important  are  the  flat  drawer  and  the  tube 
design  type.  In  the  first,  cards  are  laid  out  flat  in  alphabetical 
order  in  flat  drawers,  about  sixteen  to  a  section.  The  tube 
system  consists  of  narrow,  transparent  celluloid  tubes,  filed 
in  "book"  form  or  on  a  rotary  stand.  In  each  tube  a  single 
sheet  of  paper  is  inserted,  which  contains  all  the  essential 
information  which  the  authorizers  are  required  to  know. 
Both  show  all  essential  data  at  a  glance,  and  are,  moreover, 
extremely  flexible.  They  may  be  supplemented  by  colored 
flags  or  signals. 

The  refer  authorizer  uses  the  master  index,  showing  the 
full  name,  all  addresses,  limit,  restrictions,  coin  number  or 
signature,  folio  number  on  ledger  page  and  number  of  ac- 
count on  information  folder.  He  should  have  agency  rating 
books  at  his  disposal,  as  well  as  access  to  the  ledger.  Printed 
forms  are  often  used,  by  means  of  which  to  obtain  information 
from  sales  people  or  bookkeepers  as  required.  Many  concerns 
also  keep  a  cross  index  of  customers'  names  in  the  delivery 
department.  This  duplicates  the  original  file,  but  classifies 
names  by  towns  and  streets,  hence  is  known  as  a  location  or 
geographical  file.  Such  a  file  is  useful  where  the  sales  person 
has  misspelled  the  name  or  taken  down  the  wrong  initials. 
It  is  generally  considered  good  practice  for  authorizers  to 
keep  records  of  their  work,  which  include  the  number  of 
charges  passed  daily  and  the  number  reserved  until  the  fol- 
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lowing  day.  It  is  essential  that  changes  in  the  index  be  made 
promptly  to  keep  it  up  to  date. 

Cooperation  between  bookkeeping  and  credit  departments 
is  essential  in  order  to  exercise  effective  control  over  the  ac- 
counts on  the  books.  Hence  the  credit  manager  is  at  times 
also  in  charge  of  the  bookkeeping.  Communication  is  a  simple 
matter  when  the  two  departments  are  on  the  same  floor.  If 
on  different  floors — ^the  credit  department  placed  for  con- 
venient access  by  patrons,  the  bookkeeping  for  cheaper  and 
more  ample  space — communication  is  usually  had  by  tube. 
Specifically,  in  addition  to  advising  on  request  of  amounts 
owing,  the  bookkeepers  must  supply  data  used  to  correct  the 
authorizers'  index,  and  act  as  a  check  upon  the  customers'  ac- 
tivities. They  furnish  the  credit  manager  daily  with  informa- 
tion, such  as  name,  address,  account  number,  limit,  amount 
owing,  and  date  of  last  payment,  for  accounts  that  overbuy, 
have  exceeded  the  limit  for  the  first  time,  or  are  overdue. 
The  credit  department  considers  these  accounts  and  makes 
such  changes  in  their  treatment  as  it  deems  proper,  and  these 
are  communicated  to  the  authorizers  and  the  bookkeepers. 
The  latter  are,  of  course,  notified  of  all  accounts  opened,  and 
they  arrange  to  post  practically  all  charge  sales  the  same  day 
as  made. 

In  a  small  store,  the  credit  man  may  handle  all  complaints 
of  customers.  In  a  large  store,  where  there  is  a  complete  ad- 
justment department,  under  a  separate  manager,  all  com- 
plaints of  charge  customers  should  be  brought  to  the  notice 
of  the  credit  department.  The  practices  of  demanding  dis- 
counts to  which  the  customer  is  not  entitled,  making  unjust 
claims,  returning  merchandise  and  cancelling  orders  for  goods 
to  be  made  to  order,  all  require  tact  in  handling.  Rules  have 
been  adopted  in  various  places  to  govern  return  of  goods, 
time  limits  (usually  three  days)  being  set  for  various  classes 
of  merchandise,  and  certain  classes  cannot  be  returned. 
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CHAPTER  XX 

INSTALLMENT  CREDITS 

Installment  credit  is  one  class  of  retail  credit.  It  substi- 
tutes for  the  customary  deferred  payment  of  the  entire  debt, 
a  system  of  deferred  payments  in  partial  or  fractional  sums 
at  stated  intervals.  In  other  words,  the  debt  is  liquidated  by 
periodic  payments.  The  difference  is  purely  one  of  form  and 
not  of  fundamental  nature.  The  system  is  variously  termed 
credit  merchandising,  installment  selling,  installment  buying, 
the  ten  payment  plan,  time  sales,  deferred  payments,  partial 
payments,  and,  in  the  British  Isles,  hire-purchase. 

Installment  credit  in  substantial  volume  is  a  product  of 
the  last  two  decades  and,  in  many  lines,  of  the  postwar  years. 
Its  rapid  growth  has  precipitated  much  debate  as  to  its  de- 
sirability, and  it  has  for  some  years  occupied  a  leading  place 
in  public  discussion.  The  growth  of  installment  credit,  it 
should  be  added,  has  to  some  extent'  preceded  discussion  of 
the  system,  which,  once  established,  has  attracted  considerable 
attention.  The  controversy  between  its  advocates  and  its 
critics  has  abated  somewhat,  because  it  is  recognized  that  the 
difficulties  experienced  have  arisen  from  abuse — ^whieh  makes 
any  form  of  credit  dangerous.  The  present  chapter  aims  to 
survey  this  discussion,  in  order  to  afford  a  background  for 
the  consideration  of  actual  instaUment  plans  and  methods. 

Rise  of  Installment  Selling 

The  use  of  installment  credit  is  by  no  means  new.  In  fact, 
instances  of  its  use  can  be  found  even  in  antiquity,  so  that 
it  is  apparently  as  old  as  trade  itself.  In  the  United  States, 
it  was  introduced  as  early  as  1807  by  the  founder  of  the 
house  of  Cowperthwait  and  Sons,  which  is  still  in  business  in 
New  York.  It  was  first  applied  to  furniture  and  later  ex- 
tended to  other  articles.  The  Singer  Sewing  Machine  Com- 
pany introduced  the  plan  in  handling  its  product  in  about 
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1850.  In  the  piano  business,  installment  selling  developed 
about  1875,  and  has  become  the  prevailing  method  of  sale, 
while  this  is  also  true  of  sets  of  books,  which  were  thus  sold 
for  years  by  itinerant  agents.  About  1880,  the  method  was 
introduced  in  cheaper  lines  of  merchandise,  and  evils  de- 
veloped, particularly  in  connection  with  furniture  and  jewelry 
under  the  club  method.  These  evils  were  well  recognized,  and 
served  to  cast  discredit  upon  the  entire  system. 

Installment  buying  was  looked  upon  askance  prior  to  the 
World  War.  The  era  of  its  rapid  growth — doubling  in  vol- 
ume, according  to  some  estimates,  between  1921  and  1925 — 
and  its  changed  position  coincides  with  the  development  of  the 
automobile  industry.  Manufacturers  possessed  inadequate 
capital  to  finance  the  expansion  of  their  trade,  and  dealers 
could  not  afford  to  give  credit  when  selling  such  costly 
articles.  Hence  special  financing  was  necessary,  provided 
by  so-called  finance  companies,  who  developed  a  special 
mechanism  to  conduct  the  business.  Prior  to  about  1921, 
automobiles  represented  the  most  important  class  of  install- 
ment selling  and  they  still  account  for  about  half  the  total 
volume  of  installment  paper  outstanding.  In  subsequent 
years,  there  has  been  great  increase  in  installment  selling  of 
other  articles,  especially  during  and  since  the  business  de- 
pression of  1921.  These  goods  are  principally  the  new  articles 
produced  by  our  scientific  methods,  which  are  beyond  the 
reach  of  the  consumer's  immediate  cash  resources.  Among 
these  articles  are  phonographs  and  radios ;  and  household  ap- 
pliances, such  as  vacuum  cleaners,  washing  machines,  and 
mechanical  refrigerators.  The  installment  system  is  applied 
also  to  home  improvements  and  repairs,  such  as  new  bath- 
rooms, oil  burners,  new  heating  systems,  re-roofing  and  paint- 
ing. It  is  applied,  too,  to  fur  coats  and  men's  clothing;  to 
ofSce  equipment  and  income  producing  machinery ;  and  to  real 
estate  and  investment  securities.  Many  dealers  and  many  de- 
partment stores  now  sell  a  considerable  part  of  their  goods 
on  the  installment  plan,  having  added  installment  to  their 
usual  cash  business.  Others,  however,  confitne  themselves  en- 
tirely to  installment  as  distinct  from  cash  sales,  and  conduct 
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specialized  installment  houses,  many  of  which  engage  in  direct 
selling.^ 

The  great  growth  in  installment  selling  may  be  attributed 
to  a  number  of  factors.  Among  the  most  important  are  the 
following : 

1.  Increased  real  income  and  higher  standards  of  living  of  the 
worldng  classes  than  before  the  War.  These  have  served  to  ex- 
pand the  worker's  desires,  and  to  interest  him  in  a  wider  range 
of  articles  than  heretofore. 

2.  The  Liberty  Loan  drives  of  wartime  initiated  many  for  the 
first  time  into  the  practice  of  installment  buying  and  the  habit, 
once  formed,  proved  easy  to  continue  during  subsequent  years. 

3.  Development  of  large  productive  capacity.  The  automobile 
industry  had  visioned  mass  output,  and  in  achieving  this,  installment 
selling  proved  a  most  important  accompaniment.  Again,  after  the 
crisis  of  1920,  many  industries  found  themselves  with  expanded 
plant  capacity,  which  threatened  to  remain  unused.  Installment 
selling  proved  the  solution. 

4.  Competition  among  business  men.  Without  installment  sell- 
ing, the  manufacturer  or  merchant  could  not  hope  to  compete  with 
others  in  the  same  line  offering  such  facilities,  nor  to  sell  his  article 
if  another  totally  different  article  desired  by  the  buyer  was  of- 
fered on  time. 

5.  Advertising  and  salesmanship.  The  post-war  period  has  been 
renowned  for  "scientific"  selling,  and  the  fertile  field  of  install- 
ments has  had  its  due  share  of  attention.  Installment  selling  is 
no  longer  restricted  to  the  poorer  classes,  but  has  become  a  per- 
fectly respectable  device,  used  by  the  best  classes  and  the  best 
stores. 

Volume  of  Installment  Credit 

There  are  several  studies  of  the  volume  of  installment  busi- 
ness transacted  in  1925.^  While  they  are  at  best  refined  esti- 

1  A  survey  hy  Women's  Wear,  quoted  by  P.  H.  Nystrom,  Economics 
of  Retailing  (3rd  ed.,  rev.  and  enlarged,  New  York,  1930),  Vol.  II,  p.  600, 
showed  that,  of  nearly  500  department  stores,  while  223  reported  de- 
partments in  which  installment  sales  had  been  made  for  more  than 
ten  years  and  fifteen  for  more  than  twenty-five  years,  the  system  had 
been  established  in  not  less  than  356  departments  within  a  year. 

2  E.  R.  A.  Seligman,  The  Economics  of  Installment  Belling  (New 
York  and  London,  1927),  Vol.  I,  Chap.  IV,  who  proceeds  to  correct  the 
figures  of  M.  V.  Ayres  and  of  W.  C.  Plummer,  Social  and  Economic 
Consequences  of  Buying  on  the  Installment  Plan,  Supplement  to  Vol. 
CXXIX  of  The  Annals  of  the  American  Academy  of  Political  cmd  Social 
Science,  1927,  pp.  2-5. 
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mates  and  show  numerous  differences,  it  may  be  said  that  of 
the  total  volume  of  retail  trade  in  that  year  (between  $35,000,- 
000,000  and  $40,000,000,000),  15  per  cent  to  18  per  cent  was 
sold  on  the  installment  plan.  Various  authorities  placed  the 
value  of  the  articles  sold  on  the  installment  plan  at  from 
$5,000,000,000  to  $6,500,000,000,  which,  of  course,  exceeds 
the  installment  paper  created  by  the  amount  of  the  down 
payments. 

The  automobile  industry  accounts  roughly  for  one-half  the 
total  outstanding  installment  credit.  Seligman  presents  the 
following  final  revised  estimates,  reckoned  in  millions  of 
dollars : 


Goods 

Selling  price  of 
goods  sold  on  time 
(000,000  omitted) 

Average  of  install- 
ment  paper   out- 
standing 
(000,000  omitted) 

Automobiles,  total    

Furniture    

Pianos   

Phonographs  

Radio   

Washing  machines   

Vacuum   cleaners    

Sewing  machines    

Gas  stoves    

Refrigerators   

$2,734 
850 
189 

33.4 
169 

95 

51 

90 

25 

14 

50.75 
275 
100 

71 

28 
100 

$1,086 
492 
207 
13.7 
41 
51 
20 
77 
12 
11 

Jewelry   

Clothing    

Property  improvement    

Tractors    

Other  farm  machinery 

All  other    

20.3 

36 

45 

28 

13 

48 

Total 

$4,875 

$2,201 

If  the  last  four  items  be  omitted,  as  not  pertinent  to  the 
installment  selling  of  durable  consumers'  goods,  the  volume 
of  installment  sales  would  be  reduced  to  $4,574,000,000  and 
average  outstandings  to  $2,067,000,000.  The  figures,  of  course, 
do  not  include  occasional  installment  transactions  in  other 
fields. 

The  importance  of  installment  credit  in  connection  with 
these  various  commodities  is  further  indicated  by  the  esti- 
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mates  of  the  per  cent  of  sales  in  connection  witli  which  it 
is  used.  In  1929,  according  to  the  National  Automobile 
Chamber  of  Commerce,^  62.6  per  cent  of  all  new  passenger 
cars  and  65.1  per  cent  of  all  used  cars  were  sold  on  the  in- 
stallment plan,  the  figure  for  all  passenger  cars  being  64.0 
per  cent  as  compared  with  49.5  per  cent  for  all  commercial 
ears.*  Certain  of  Ayres'  estimates,  as  checked  and  corrected 
by  Seligman,  show  that  the  installment  plan  is  used  in  con- 
nection with  75  per  cent  of  the  sales  of  radio  sets;  80  per 
cent  of  the  pianos  and  washing  machines;  85  per  cent  of  all 
vacuum  cleaners;  90  per  cent  of  the  sewing  machines  and 
mechanical  refrigerators;  and  70  per  cent  of  the  gas  stoves. 
In  1927,  726  furniture  stores  in  the  National  Retail  Credit  Sur- 
vey showed  57.7  per  cent  of  their  sales  on  installment  credit, 
as  compared  with  27.1  per  cent  on  open  account  and  15.2 
per  cent  for  cash. 

A  tendency,  moreover,  exists  toward  increased  use  of  the  in- 
stallment plan  in  practically  aU  lines  of  business.  Thus  363 
department  stores  reporting  to  the  National  Retail  Credit 
Survey  showed  $53,763,000,  or  4.9  per  cent  of  their  total 
sales  for  the  year  1927,  on  installment  credit,  as  compared 
with  4.8  per  cent  in  1926  and  $46,028,000,  or  4.4  per  cent, 
in  1925.  During  this  period,  open  account  sales  increased 
somewhat  more  slowly,  from  30.0  per  cent  in  1925  to  31.1  per 
cent  in  1926  and  32.0  per  cent  in  1927. 

The  Installment  Problem — the  Economic  Phase 

There  is  a  vast  literature  dealing  with  the  merits  of  the 
installment  system.  It  stresses  the  social,  economic,  financial, 
and  merchandising  aspects  of  the  question.  Critics,  chiefly 
found  in  lines  which  cannot  use  the  method,  attack,  in  some 
instances,  the  installment  system  per  se;  in  other  cases  they 
cite  abuses  not  necessarily  inherent  in  the  system. 

3  Facts  and  Figures  of  the  Automobile  Industry  (National  Automobile 
Chamber  of  Commerce,  1930). 

*  Figures  obtained  by  the  Department  of  Commerce  from  439  financing 
organizations  showed  1,666,578  automobile  purchases  financed  during 
the  first  half  of  1930,  with  a  dollar  value  of  $710,753,358.  For  the 
same  period  of  1929,  the  respective  figures  were  1,809,356  and  $839,- 
227,143. 
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In  a  sense,  buying  on  the  installment  plan  corresponds 
to  the  rental  of  an  article,  with  later  purchase.  Advocates 
of  the  installment  system  hold  that  it  merely  extends  applica- 
tion of  the  credit  principle  to  a  hitherto  neglected  field.  The 
consumer  now  enjoys  the  benefit  of  facilities  which  are  avail- 
able to  producers  everywhere.  Formerly  production  alone 
was  financed,  but  now  consumption  is  likewise,  and  the  pro- 
ductive capacity  of  the  individual  increases  as  a  result.  Ac- 
companying this  change  in  credits,  there  has  been  a  new  and 
vital  departure  in  merchandising.  Because  of  this  twofold 
change,  the  installment  system  has  had  highly  salutary  effects. 
Mass  consumption  renders  mass  production  possible.  The 
manufacturer  has  been  enabled  to  increase  his  output,  to  meet 
the  demand  of  consumers — a  demand  hitherto  merely  poten- 
tial, and  now  made  effective  for  the  first  time.  Increased 
output  carries  with  it  the  economies  of  large  scale  operation, 
which  result  in  a  lower  cost  of  production,  and  society  reaps 
the  benefit.  Again,  installment  credit  steadies  demand,  and 
tends  to  regularize  business  hitherto  of  a  seasonal  nature. 
This  conduces  to  greater  efficiency  in  the  conduct  of  business 
operations,  and  reduction  of  costs.'  Finally,  greater  activity 
in  some  industries,  induced  by  installment  credit  and  buying, 
puts  more  purchasing  power  in  the  hands  of  workers  in  these 
industries.  Demand  for  the  products  of  other  lines  is  stimu- 
lated, and  these  also  feel  the  beneficent  effects  of  the  system. 
The  worker  benefits  through  fuller  employment,  if  not  higher 
wages,  which  the  added  activity  of  business  induces;  he  is 
stimulated  to  produce  more  to  meet  his  payments;  the  com- 
munity benefits  through  the  lowered  costs  of  production.^ 

Opponents,  however,  minimize  the  alleged  superiority  of 

"It  is  claimed,  that  the  automobile  industry  gives  about  $1.22  for 
the  1914  dollar,  while  the  cost  of  living  dollar  is  now  worth  only  62 
cents  in  terms  of  1914.  Facts  and  Figures  of  the  AutomoUle  Industry 
(National  Automobile  Chamber  of  Commerce,  1930). 

8  Installment  credit  is  credited  by  Poster  and  Catchings  with  having 
maintained  American  business  at  high  levels  up  to  1929,  and  prevent- 
ing a  prior  recession  in  business.  They  feel  that  in  a  time  of  increasing 
business  industry  produces  more  goods  than  consumers  absorb.  In- 
dustry does  not  disburse  to  consumers  a  sum  sufficient  to  enable  them 
to  buy  its  products,  and  of  this  inadequate  sum,  the  consumers  even 
save  a  part. 
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the  newer  merchandising  methods.  They  point  to  the  cost 
inherent  in  such  credit — a  cost  of  supervision,  at  least,  if  not 
of  losses,  which  goes  far  to  offset  economies  in  the  production 
of  many  articles/  Moreover,  the  installment  buyer  does  not 
consider  quality  and  price  carefully,  so  that  he  often  gets 
inferior  articles  for  which  he  pays  an  excessive  price.  Finally, 
instead  of  creating  new  demand,  much  installment  credit 
represents  merely  a  shift  in  demand  from  foodstuffs,  and 
other  necessities,  to  luxuries. 

Other  critics  go  much  further.  Some  even  claim  that  such 
credit  has  no  place  in  the  economic  system.  It  leads  in- 
evitably to  abuse;  it  carries  within  itself  the  seeds  of  its 
own  destruction.  Business  becomes  habituated  to  more  and 
more  credit.  More  and  more  mortgage  of  the  future  is  needed 
to  maintain  demand  for  the  output  of  swollen  production 
facilities.  Present  installment  sales  are  made  partly  at  the 
expense  of  sales  of  a  later  date.  Ultimately  a  saturation  point 
is  reached.  Next  year's  income  has  been  spent  this  year,  so 
that  nothing  remains  to  spend  when  next  year  comes.  Since 
purchasing  power  is  absent  and  cannot  be  further  expanded, 
demand  is  at  a  standstill,  and  output  exceeds  consuming 
power. 

The  justice  of  this  criticism  may  be  disputed,  or  at  least 
its  limitations  indicated.  For  years  the  one-crop  agricultural 
section,  the  South,  has  lived,  while  its  crop  was  growing, 
on  the  hopes  of  harvesting  it.  Cotton  moved  to  market  in 
the  autumn  and  liquidated  the  debt  incurred  during  the 
spring  and  summer.  Evidently  here,  at  least,  the  snowball 
of  credit  has  ceased  its  journey  down  hill  and  has  checked 
its  growth,  perhaps  due  to  the  annual  period  of  nonljorrowing 
devoted  instead  to  liquidation  of  the  obligations  previously 
incurred.  Advocates  of  the  installment  system  call  attention 
to  the  fact  that  installment  business  to-day  is  small  in  pro- 
portion to  the  national  income — 11  per  cent  a  year,  with  less 
than  4  per  cent  outstanding  at  any  one  time,  states  Ayres, 


7  But  Plummer,  op.  cit.,  p.  31,  observes:  "It  is  highly  probable 
that  the  installment  buyer  is  paying  less  for  his  car  to-day  than  he 
would  be  paying  as  a  cash  buyer,  if  there  were  no  installment  system." 
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even  if  real  estate,  a  saving  and  investment  matter  in  many 
eases,  be  included.  Hence  it  has  a  long  way  to  go  before  it 
will  reach  the  saturation  point  wbieli  the  critics  fear. 

The  real  weakness,  many  hold,  lies  in  the  fact  that  install- 
ment credit,  even  if  extended  judiciously,  is  "fair  weather" 
credit.  So  long  as  business  continues  active  and  employment 
measurably  full,  the  credit  will  liquidate.  But  if  business 
becomes  badly  depressed,  the  credit  will  become  frozen.  Add 
to  this  the  fact  that  such  credit  is  "easy,"  and  leads  many 
people  to  incur  debt  without  giving  the  subject  proper  con- 
sideration, especially  when  aided  and  abetted  by  shortsighted 
and  unscrupulous  merchants.  Banks  finance  much  of  the  in- 
stallment credit,  either  directly  or  indirectly.  The  buyer 
out  of  a  job  is  unable  to  pay,  and  the  chain  of  credit  breaks, 
with  the  banks  ultimately  "holding  the  bag."  Hence  in- 
stallment credit  may  accentuate  the  business  cycle,  and  is  at 
least  potentially  dangerous. 

Danger  arises  from  the  inability  of  consumers  to  pay  obli- 
gations previously  incurred,  and  also  from  the  inability  of 
consumers  to  continue  to  buy  their  accustomed  amounts. 
Those  who  retain  their  jobs  will,  from  motives  of  prudence, 
curtail  their  purchases  until  the  storm  is  over.  Yet  it  is 
just  when  the  storm  is  increasing  that  business  needs  their 
support.  Allied  industries,  in  turn,  feel  the  falling  off  in  the 
demand  for  products  whose  manufacturers  they  supply.  The 
cycle  is  accentuated  in  this  way  also.  The  South  bears  elo- 
quent witness  to  the  dangers  inherent  in  the  system  from  a 
credit  and  merchandising  point  of  view. 

But,  say  the  proponents,  the  picture  is  overdrawn.  De- 
pression comes  on  gradually.  First,  those  workers  who  are 
least  efficient  are  laid  off,  and  they  have  incurred  but  little 
installment  debt.  The  other  workers  take  heed  and  the  process 
of  curtailing  demand  is  gradual.  Computed  in  mathematical 
terms,  the  difference  between  prosperity  and  depression  is 
not  great.  If  1919  be  taken  as  a  standard  of  measurement, 
the  peak  of  payrolls  in  the  1920  boom  was  130  per  cent  of  the 
1919  figure ;  and  the  low  point  of  the  severe  1921-22  depression 
was  80  per  cent.    The  fluctuation  in  employment  was  even 
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less,  with  a  small  volume  of  installment  credit.  Therefore 
the  effects  of  depression  are  depicted  as  much  more  wide- 
spread than  is  actually  the  case,  and  their  influence  upon 
credit  and  buying  power  is  exaggerated.  There  is  undoubt- 
edly some  truth  in  this  view.  But  it  must  be  remembered 
that  we  have  not  yet  had  thorough  analysis  of  a  situation  in 
which  a  large  volume  of  installment  credit  was  outstanding. 
Consequently,  past  experience  with  various  installment  credits 
in  time  of  depression  is  by  no  means  conclusive.^ 

The  Social  Phase 

Benefits  of  a  social  and  economic  nature  are  claimed  by 
advocates  of  installment  credit.  The  standard  of  living  of 
many  families  has  been  raised  by  placing  within  their  reach 
articles  of  which  it  would  not  have  dreamed,  if  it  had  first 
to  save  the  amount  necessary  to  purchase  them.  The  house- 
wife has  been  relieved  of  drudgery  in  the  home,  while  the 
family  has  had  recreational  facilities  opened  to  it.  The  radio 
and  the  automobile  have  relieved  the  isolation  and  monotony 
of  rural  life,  while  the  automobile  has  made  possible  healthful 
recreation  in  the  open  air  to  the  city  dweller.  By  providing 
facilities  for  their  easier  acquisition,  the  installment  system 
should  be  a  distinct  aid  to  better  citizenship  and  to  social 
progress.  In  the  words  of  one  advocate,  "cultural  advance- 
ment does  not  synchronize  with  scant  living  and  with  con- 
stricted opportunity." 

Opponents  make  their  attack  along  somewhat  different  lines. 
The  individual  no  longer  practices  the  old  Spartan  virtues  of 
thrift  and  self-denial,  but  succumbs  to  luxury  and  self-in- 
dTilgence.  He  overbuys  expensive  luxuries  and  skimps  on 
necessities.  Training  spendthrifts,  the  system  raises  false 
standards  of  living  and  undermines  the  national  character. 
But  these  criticisms  by  no  means  go  unchallenged.  The  point 
is  made  that  one  can  hardly  hope  to  censor  people 's  expendi- 
ture, and  that  "progress  consists  in  converting  superfluities 

8  The  Pennsylvania  anthracite  coal  strike  of  1925-1926  found  payment 
suspended  while  the  strike  lasted.  Study  of  installment  credit  during 
the  depression  of  1929-1930  should  throw  considerable  light  upon  the 
pros  and  cons  of  the  system. 
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into  conveniences  and  conveniences  into  necessities."  More- 
over, savings  in  various  forms  have  grown  greatly — ^the  statis- 
tics seem  to  show  no  impairment  due  to  the  rise  of  install- 
ment buying.  The  system,  intelligently  applied,  should  teach 
many  people  to  budget  their  incomes  and  plan  their  expendi- 
tures wisely.  It  should  train  them  in  habits  of  thrift,  and 
encourage  them  to  engage  in  special  purpose  saving,  when 
they  would  not  economize  for  the  sake  of  mere  accumulation. 
It  leads  them  to  save  for  articles  of  more  lasting  value,  du- 
rable consumption  goods,  against  which  cash  sales  discrimi- 
nate. The  influence  of  the  system  can  be  estimated  only  in 
terms  of  the  character  and  wisdom  of  the  individuals  who 
use  it. 

Some  Conclusions 

So  much  for  the  claims  advanced  by  advocates,  and  the 
criticisms  made  by  opponents  of  the  installment  system. 
Where  does  the  truth  lie  ?  The  following  conclusions  may  be 
drawn : 

1.  "Within  limits,  the  system  seems  decidedly  useful.  It 
is  no  more  to  be  condemned  than  is  any  other  form  of  credit, 
nor  is  it  indiscriminately  to  be  commended.  It  contains  ele- 
ments both  of  strength  and  of  weakness.  The  problem  is, 
to  recognize,  preserve,  and  broaden  the  service  of  the  system, 
and,  at  the  same  time,  to  recognize  its  elements  of  weakness 
and  devise  measures  to  control  them.  It  must  always  he 
remembered  that  we  should  be  concerned  with  the  social  and 
economic  consequences  of  the  system.  Adequate  appreciation 
is  not  afforded  when  the  system  is  regarded  from  a  business 
standpoint  only. 

2.  Some  installment  credit  now  outstanding  is  decidedly 
weak.  Competition  has  had  a  harmful  effect.  It  has  developed 
abuses,  such  as  inadequate  terms,  with  low  down  payments 
and  a  long  period  over  which  to  complete  payments,  and  sales 
to  individuals  in  excess  of  their  credit  capacity.  This  has 
reference  to  the  "newer"  installment  business.  Old  style 
usurious  and  oppressive  clothing  and  jewelry  credits  deserve 
nothing  but  condemnation. 
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3.  As  yet,  our  knowledge  of  the  working  value  of  the 
system  is  inadequate.  A  process  of  experimentation  is  taking 
place.  In  fact,  present  practice  has  developed  empirically, 
rather  than  analytically;  those  concerned  with  such  credit 
have  had  to  deal  according  to  their  best  judgment  with  its 
particular  problems.  This  process  of  experimentation  is  now 
going  forward,  supplemented  by  a  greater  and  greater  degree 
of  analysis  of  the  problems. 

4.  The  analysis  must  embrace  the  following  matters: 

(a)  Kind  of  articles  to  which  the  system  is  best  adapted 
(6)  Terms  on  which  the  credit  should  be  extended 

(c)  Safeguards  in  relations  between  buyer  and  seller 

(d)  Character  of  credit  work  necessary  and  Umits  to  the  credit 
extended 

In  other  words,  a  broad  policy  should  be  formulated,  which 
can  be  applied  by  individual  sellers  in  their  own  operations; 
but  the  policy  must  be  conceived  from  the  public,  not  solely 
from  the  merchant's,  point  of  view.  "While  installment  houses 
on  the  whole  have  a  larger  margin  of  profit  than  ordinary 
retailers,  and  can  assume  greater  risk,  the  wide  differences 
now  existing  are  unjustified.  Excessive  liberality,  with  very 
long  terms  and  small  payments,  resulting  in  high  bad  debt 
loss  expectancy,  is  a  mistaken  policy;  yet  some  houses  stress 
the  slogan  "Your  credit  is  good  with  us."  It  must  be  recog- 
nized that,  as  a  general  rule,  only  where  an  installment  plan 
is  added  to  an  existing  credit  plan,  as  in  the  ease  of  a  store 
with  charge  accounts  or  the  appliance  business  of  a  gas  or 
electric  light  company,  can  the  installment  privilege  be  ex- 
tended to  good  risks  without  additional  investigation,  and 
a  low  loss  percentage  result. 

The  Article 

Installment  credit  is  adapted  for  certain  classes  of  articles, 
and  not  for  others.  The  criteria  are  chiefly  value,  durability, 
and  use ;  to  a  much  lesser  extent,  contribution  to  income. 

Articles  small  in  value  and  bought  for  more  or  less  imme- 
diate consumption  use,  such  as  foodstuffs  and  drugs,  are 
unsuited  to  the  system.    To  be  contrasted  with  them  are  more 
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durable  consumption  goods  of  fairly  high  value.  Many- 
stores  name  a  figure,  such  as  from  $25  to  $50,  as  the  minimum 
value  for  an  installment  sale.  The  figure  must  be  sufficiently 
high  to  bear  the  extra  expense  that  this  class  of  credit  in- 
volves. The  higher  priced  articles  include  stoves,  furnaces, 
pianos,  sewing  machines,  books,  washing  machines,  phono- 
graphs and  radios,  passenger  automobiles  and  portable 
garages,  dishes,  carpets  and  rugs  and  linoleum,  jewelry  and 
precious  stones  and  silverware,  electric  appliances,  furs  and 
clothing,  refrigerators,  vacuum  cleaners,  and  furniture. 

Some  writers  say  that  the  article  should  prove  necessary 
or  useful.  To  apply  this  test  in  actual  practice,  however, 
is  exceedingly  difficult,  if  not  impracticable.  Some  articles, 
it  is  true,  yield  a  larger  "psychic"  income  by  way  of  direct 
satisfaction  to  the  buyer.  Others,  however,  may  have  a 
deleterious  effect  and  even  injure  his  ability  to  pay,  perhaps 
because  the  very  satisfaction  they  yield  causes  him  to  neglect 
his  regular  work.  The  usefulness  of  the  suggestion  consists 
in  calling  the  attention  of  the  credit  man  to  the  need  of 
analyzing  these  effects. 

In  so  far  as  contribution  to  income  is  concerned,  three 
classes  of  articles  may  be  recognized: 

1.  Articles  which  yield  an  actual  or  potential  profit.  The  auto- 
mobile of  the  physician  or  outside  salesman  helps  increase  his  in- 
come, while  the  washing  machine  may  release  the  woman  of  the 
house  for  other  duties  of  an  income-producing  nature. 

2.  Articles  which  yield  no  profit,  but  involve  no  additional  ex- 
pense. Jewelry,  books,  pianos,  and  furniture  are  in  this  category. 
They  are  permanent  or  semipermanent  assets  of  the  owner,  not 
easily  acquired  otherwise.  But  the  ease  with  which  small  articles 
may  often  be  acquired,  provides  an  insidious  temptation  to  overbuy. 

3.  Articles  which  practically  increase  fixed  charges,  because  they 
involve  constant  additional  expense.  An  automobile,  for  example, 
may  prove  a  heavy  drain  on  income.  It  requires  upkeep  and  cur- 
rent operation,  and  depreciates  rapidly.  Greater  caution  is  there- 
fore required  in  analysis  of  such  credits. 

Similar  in  some  ways  to  the  first  group  is  income-producing 
machinery.  This  class  comprises  agricultural  implements, 
cream  separators,  cash  registers,  barbers'  fixtures,  butchers' 
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and  contractors'  supplies,  dental  equipment,  shoe  repairing 
and  clothes  pressing  machinery,  beauty  parlor  equipment, 
taxicabs,  trucks,  and  tractors,  etc.  Some  finance  companies 
confine  their  activities  entirely  to  such  articles,  and  the  legiti- 
macy of  such  credit  has  but  rarely,  if  ever,  been  called  into 
question.  It  may  be  pointed  out  here  that,  while  such  credit 
is  often  regarded  as  more  or  less  "self -liquidating,"  this 
quality  is  not  automatically  achieved,  but  depends  entirely 
upon  the  adequacy  of  the  credit  work.  Sale  of  furniture, 
etc.,  on  the  installment  plan  to  a  person  receiving  periodic 
payments  from  a  fund  held  in  trust  for  him,  may  easily 
prove  a  better  risk  than  sale  of  machinery  to  a  business 
concern. 

As  has  been  said,'  installment  sales  range  all  the  way  from 
what  is  practically  a  banking  transaction,  as  in  the  sale  of 
automobiles,  to  what  is  practically  a  gamble  on  the  buyer's  hon- 
esty, as  in  the  sale  of  jewelry  and  clothing. 

The  Terms:  General  Principles 

The  payment  plan  in  the  case  of  articles  of  substantial 
value  usually  provides  that  the  seller  retain  a  lien  upon  the 
article.  Theoretically,  he  can  always  repossess  and  sell  it. 
Practically,  repossession  almost  invariably  entails  loss,  be- 
cause he  can  only  repossess  when  the  buyer  has  failed  to 
sell  the  article  for  an  amount  sufficient  to  complete  the 
payments.  Hence  the  seller  does  not  wish  to  repossess 
the  article  unless  as  a  last  resort.  In  the  case  of  articles 
of  small  value,  such  as  books,  where  the  average  sale  may 
be  $40,  he  relies  upon  his  customer  being  responsible  for 
this  small  amount.  But  in  the  case  of  the  articles  of  greater 
value,  he  relies  upon  the  presence  of  one  of  two  factors, 
either  of  which  may  cause  the  buyer  to  continue  payments. 
Throughout  the  life  of  the  obligation  the  buyer  should  either 
(a)  Be  interested  in  the  article,  either  psychologically  (as 
when  he  gets  a  new  radio  set)  or  because  he  really  needs 
it  (as  when  he  gets  a  gas  range) ;  or  (&)  Have  some  substan- 
tial sum  at  stake.    lUustrative  of  the  first,  one  large  finance 

8N.  A.  Brisco,  Retail  Credit  Procedure   (New  York,  1929),  p.  235. 
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company  states  that  the  important  point  in  automobile  finance 
is  that  the  buyer  gets  used  to  motor  transportation,  and 
cannot  do  without  it. 

These  factors  may  be  applied  concretely  as  follows : 
1,  The  first  or  down  payment  should  be  sufficient  to  give 
the  purchaser  a  sense  of  ownership  and  pride  in  the  article. 
Such  a  down  payment  on  an  automobile  furthermore  leads 
him  to  provide  for  proper  care  and  maintenance,  without 
which  depreciation  is  excessive.  Moreover,  a  substantial 
down  payment  is  a  sterling  indication  of  the  desirability  of 
the  credit  risk.  A  liberal  allowance  made  on  a  second  hand 
article  traded  in  and  counted  as  part  of  the  down  payment 
weakens  the  seller's  position.  The  exact  amount  will  natu- 
rally vary  with  the  article  in  question.  A  washing  or  sewing 
machine  (calling  for  a  down  payment  of  only  10  per  cent) 
is  not  sold  by  the  buyer  because  it  is  last  year's  model,  but 
an  automobile  often  is,  hence  calls  for  a  33%  per  cent  down 
payment  on  a  new  car  and  the  higher  figure  of  40  per  cent 
on  a  used  car. 

A  close  relationship  between  the  amount  of  down  pay- 
ments and  repossessions  is  revealed  by  data  gathered  in  vari- 
ous fields,  such  as  automobiles  and  furniture.  In  1929, 
repossessions  of  new  passenger  cars  were  2.8  per  cent  where 
the  down  payment  was  33.3  per  cent,  and  5.1  per  cent  where 
it  was  25  per  cent,  an  increase  of  82  per  cent;  while  repos- 
sessions of  used  passenger  cars  were  5.3  per  cent  where  the 
down  payment  was  40  per  cent,  and  9.0  per  cent  where  it 
was  35  per  cent  or  less — an  increase  of  70  per  cent.^"  Out 
of  3,815  furniture  installment  sales  classified  according  to 
size  of  down  payment,  only  34  per  cent  of  those  sold  on 
regular  terms  were  extended  one  or  more  months  over  the 
time  named  in  the  contract  for  completion  of  payment. 
Where  the  down  payment  was  smaller  than  the  regular 
amount,  but  over  $5,  the  percentage  increased  to  38.26,  and 
it  increased  still  further  to  41.17  when  the  down  payment 
was  $5  or  less.     The  percentage  of  the  contracts  extended 

10  Facts  and  Figures  of  the  Automobile  Industry  (National  Auto- 
mobile Chamber  of  Commerce,  1930). 
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more  than  one  year  beyond  the  contract  time  was  respec- 
tively 0.88,  0.98,  and  4.24." 

2.  At  no  time  should  the  unpaid  balance  exceed  the  resale 
value  of  the  goods.  At  the  outset,  the  balance  due  should 
not  exceed  the  manufacturer's  price  for  the  article.  Thus 
as  much  as  40  per  cent  or  50  per  cent  may  be  required  as 
down  payment  on  apparel,  furs,  and  jewelry,  which  depre- 
ciate rapidly  with  wear  and  are  subject  to  possible  fashion 
changes.  The  purchaser  of  a  new  article,  attracted  by  its 
novelty,  will  make  prompt  payments  for  a  time;  when  his 
interest  lags,  the  amount  he  has  at  stake  should  be  sufficieiit 
to  force  him  to  continue  payments. 

3.  Regularity  of  payments  is  essential,  whether  weekly  or 
monthly.  Those  houses  which  encourage  payment  by  the 
week  believe  it  an  advantage  to  encourage  customers  to  visit 
the  store  frequently;  and  indeed  many  people  find  smaller 
weekly  payments  less  burdensome  or  disturbing  to  a  normal 
budget  than  larger  monthly  sums.  Offsetting  these  advan- 
tages are  the  greater  bookkeeping  work  and  collection  effort 
incident  to  the  weekly  plan. 

4.  Payments  should  be  completed  before  the  article  be- 
comes worn  out  or  obsolete.  Radio  terms,  for  example,  must 
be  short  because  of  the  rapid  changes  in  design  and  drastic 
price  cutting  which  occurs  every  season.  Again,  taxicabs  and 
trucks  must  be  paid  for  within  six  months,  as  contrasted  with 
ten  to  twelve  months  for  new  passenger  cars. 

A  close  relationship  apparently  exists  between  average  loss 
on  each  article  repossessed  and  the  number  of  installments 
required  to  complete  payment.  In  1929,  the  average  direct 
loss  per  repossessed  passenger  car  sold  on  terms  calling  for 
twelve  or  less  equal  monthly  installments  was  $60,  while  the 
loss  increased  to  $83  per  car  when  the  number  of  monthly 
payments  was  from  thirteen  to  eighteen,  and  as  high  as 
$112  per  car  sold  on  a  "balloon"  note,  in  which  the  last 
installment  is  so  much  larger  than  the  others  that  it  usually 
must  be  extended  before  maturity.    In  1928,  the  losses  were 


11  H.  W.  Cordell,  Installment  Credit  in  the  Retail  Furniture  Trade 
(Bureau  of  Business  Research,  Ohio  State  University,   1930). 
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respectively  $56  and  $75  for  the  first  two,  no  data  being 
available  for  "balloon"  notes. 

Goods  of  a  seasonal  nature,  even  though  they  last  longer 
than  one  season,  should  be  paid  for  during  the  first  season. 
Illustrations  are  cameras,  hammocks,  lawn  or  porch  swings, 
as  well  as  baby  carriages  and  luggage,  in  which  payments 
are  to  be  completed  within  three  to  six  months. 

The  degree  of  pressure  which  the  seller  is  in  a  position 
to  exercise  is  also  important.  The  person  installing  a  new 
bathroom  or  heating  system  is  safeguarded  because  of  the 
lien  which  he  obtains  against  the  entire  property. ,  Passenger 
automobile  credits  have  always  been  much  more  satisfactory 
than  truck  credits.  This  may  be  due  to  one  of  several  rea- 
sons: to  the  fact  that  trucks  are  used  extensively  in  new 
businesses,  which  are  notoriously  subject  to  failure;  to  the 
buyer's  pride  in  his  car;  or  merely  to  difference  in  rates 
of  depreciation. 

The  Terms:  Current  Practice 

Terms  in  actual  practice  differ  widely,  in  accordance  with 
the  factors  mentioned.  The  first  or  down  payment  ranges 
from  10  per  cent  or  less  in  the  case  of  household  utilities 
to  20  per  cent  for  furniture  and  home  furnishings  and  even 
40  or  50  per  cent  for  apparel,  furs,  and  jewelry.  The  time 
within  which  payment  must  be  completed  ranges  from  two 
and  a  half  or  three  months  for  articles  such  as  radios  and 
apparel  to  three  or  four  years  for  sewing  machines  and 
pianos. 

The  abuses  to  which  competition  has  led,  have  brought 
about  some  conscious  efforts  to  standardize  terms.  At  a  meet- 
ing held  in  Chicago  in  December,  1924,  attended  by  repre- 
sentatives of  307  banks  and  299  finance  companies  interested 
in  automobile  financing,  the  National  Association  of  Finance 
Companies  was  formed.  Resolutions  were  adopted  advocat- 
ing adherence  to  terms  for  down  payment  of  at  least  % 
of  the  cash  price  at  point  of  delivery  for  new  cars,  and 
40  per  cent  for  used  cars;  with  not  over  twelve  months 
to  complete  payments  in  equal  monthly  installments.     The 
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directors  felt  it  necessary  to  call  attention  to  these  reso- 
lutions in  April,  1925,  and  the  second  annual  meeting  in 
November  of  the  year  urged  "compliance  with  them  so  far 
as  competition  and  business  conditions  permit."  It  was 
admitted  that  the  terms  had  by  no  means  secured  full  observ- 
ance; that  on  the  Pacific  Coast  competition  had  sanctioned 
terms  of  25  per  cent  down  and  eighteen  months'  time,  and 
that  such  terms  had  found  their  way  eastward.  An  indi- 
cation of  current  practice  is  seen  in  the  fact  that  in  1929 
14.9  per  cent  of  the  retail  paper  taken  by  finance  companies 
called  for  more  than  twelve  monthly  pajonents  and  8.0  per 
cent  for  less  than  the  standard  down  payment,  the  deviation 
being  said  to  be  general  on  the  Pacific  Coast. 

Effort  of  a  different  kind  was  made  in  1928  by  the  Cleve- 
land Retail  Credit  Men's  Association.  The  suggestions  of  its 
Board  of  Directors  cover  a  wide  variety  of  articles,  as  well 
as  all  the  principal  features  of  terms,  and  are  reproduced 
in  full  below.^^ 

A  somewhat  more  intensive  survey  of  actual  terms  in  a 
single  branch  is  made  possible  in  the  case  of  furniture.  Ac- 
cording to  the  Retail  Credit  Survey,  in  1927  a  wide  variety 
of  terms  was  shown.^^  Out  of  492  stores,  73  required  a  down 
payment  of  10  per  cent  or  less,  and  a  period  of  seven  to 
twelve  months,  while  51  required  a  down  payment  of  11  to 
24  per  cent,  56  one  of  25  per  cent,  and  28  one  of  30  to  33% 
per  cent,  aU  with  the  same  period.  Further  light  is  afforded 
by  the  report  on  collection  percentages.  The  average  (228 
stores)  was  10.8  per  cent,  the  figure  by  months  varying  from 
10.3  per  cent  to  11.4  per  cent.  The  average  loss  evidently 
varied  inversely  with  the  size  of  the  down  payment,  being 
respectively  2.5  per  cent,  1.1  per  cent,  1  per  cent  and  0.8 
per  cent,  so  that  the  larger  the  down  payment,  the  smaller 
the  credit  losses.  Returns  and  allowances  were  13.7  per 
cent  of  gross  installment  sales,  as  compared  with  4.0  per  cent 
of  gross  cash  sales.  The  figure  was  highest  for  stores  with 
sales  of  $1,000,000  and  over,  being  17.4  per  cent. 


12  Also  reproduced  in  Nystrom,  op.  cit.,  Vol.  II,  pp.  614-615. 
18  Part  I,  pp.  46,  47,  50,  52. 
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Pboposed  Schedule,  of  Staitdaedized  Teems  of  the  Cleveland 
Eetail  Ceedit  Men's  Association 


Minimum 

down  pay- 

Per cent 

ment   when 

TVTa.TriTnuTTl 

Items 

down 

per  cent  is 

payment 

less  than 
amount   in- 
dicated 

25 

$10.00 
10.00 

4mos. 

Cedar  chests   

25 

6  mos. 

Dinnerware   

15 

5.00 

6mos. 

Draperies   

25 

10.00 

6  mos. 

Electrical  appliances   (misc.)  .  . 

25 

10.00 

6  mos. 

Electrical  ranges  and  cookers. 

25 

10.00 

12  moa. 

Furniture  

25 

10.00 

12  mos. 

Furs  and  fur  trimmed  coats . . 

25 

6  mos. 

Glassware    

25 

10.00 

6  mos. 

Ironing  machines 

10 

10.00 

12  mos. 

Lamps 

25 

10.00 

6  mos. 

Kitchen  cabinets    

10 

5.00 

12  mos. 

Linoleum   

33%— 50 

10.00—10.00 

3  mos. — 6  mos. 

Moving  picture  machines 

25 

20.00 

6  mos. 

Phonographs    

10 

10.00 

12  mos. 

Phonograph     and     radio     com- 

binations     

25 

10.00 

12  mos. 

10 
25 

10.00 

Player  roll  cabinets    

6  mos. 

25 

10.00 

4  mos. 

Radios    

20 

10.00 

8  mos. 

Refrigerators    (mechanical)    . . 

10 

10.00 

12  mos. 

Refrigerators   (iced)    

10 

5.00 

8  mos. 

Rugs  and  carpets 

25 

10.00 

12  mos. 

Sewing  machines   

Mfrs.  terms 

25 

10.00 

6  mos. 

(Except  twice  a  year,  mfrs. 

sale   (spring  and  fall),  mfrs. 

established  credit  terms  pre- 

vail for  one  week.) 

Jewelry 

25 

10.00 

6  mos. 

Stoves  and  heaters   

10 

5.00 

12  mos. 

Vacuum    cleaners    and    attach- 

ments     

5.00 

12  mos. 

(When  manufacturer's  terms 

do  not  prevail.) 

Washing  machines    

10 

10.00 

12  mos. 

Minimum  Amount  of  Conteact 

No  deferred  payment  account  to  be  opened  where  tlie  amount 
of  purchase  is  less  than  $25.00. 
Minimum  Amount  of  Monthly  Installment 

The  minimum  monthly  installment  on  any  deferred  payment  eon- 
tract  to  be  $5.00. 
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SOHEDtTLE  OF   CARRYING  ChABGES 

The  following  schedule  of  carrying  charges  are  reconmended : 
4%  on  unpaid  balance  irrespective  of  length  of  time  for  which 
contract  is  executed  subject  to  the  following  refunds: 

If  paid  within  90  days  entire  carrying  charge  to  he  refunded 

If  paid  within  4  months  8/12  of  carrying  charge  to  be  refunded. 

If  paid  within  5  months  7/12  of  carrying  charge  to  be  refunded! 

If  paid  within  6  months  6/12  of  carrying  charge  to  be  refunded! 

If  paid  within  7  months  5/12  of  carrying  charge  to  be  refunded. 

If  paid  within  8  months  4/12  of  carrying  charge  to  be  refunded. 

If  paid  within  9  months  3/12  of  carrying  charge  to  be  refunded. 

If  paid  within  10  mouths  2/12  of  carrying  charge  to  be  refunded. 

If  paid  within  11  months  1/12  of  carrying  charge  to  be  refunded. 

Eefund  on  carrying  charge  to  be  based  on  actual  number  of 
months  taken  to  pay  the  account,  irrespective  of  time  contracted 
for  (any  fraction  of  a  month  to  be  treated  as  a  full  month). 

Large  Contracts 

It  is  suggested  that  the  proposed  standard  carrying  charge  of 
4%  be  applied  to  all  contracts  involving  sums  up  to  $2,000.00  and 
that  on  contracts  involving  more  than  $2,000.00,  carrying  charge 
of  2%  be  applied  to  the  amount  in  excess  of  $2,000.00.  For  ex- 
ample : 

On  a  contract  involving  $3,000.00  a  carrying  charge  of  ,4%  to 
be  applied  to  the  first  $2,000.00  and  a  2%  carrying  charge  on  the 
remaining  $1,000.00. 

Contracts  Involving  Several  Types  ov  Merchandise 

On  installment  accounts  involving  more  than  one  tjrpe  of  mer- 
chandise, it  is  suggested  that  the  terms  applying  to  the  merchandise 
representing  the  major  portion  of  the  account  be  applied  to  the 
entire  contract.     For  example: 

A  customer  buys  $500.00  worth  of  furniture,  $200.00  worth  of 
drapes,  a  radio  for  $125.00  and  possibly  $100.00  worth  of  china. 
The  terms  applying  to  the  furniture  would  be  applied  to  the  whole 
account,  since  this  represents  the  major  portion  of  the  account. 

Collection  op  Carrying  Charge 

This  is  optional  with  the  various  stores  as  to  whether  the  carry- 
ing charge  will  be  collected  with  the  down  payment  or  added  to 
the  account.    Both  methods  have  proven  quite  satisfactory. 

Deviations 

The  above  schedule  of  terms  to  apply  at  all  times,  no  deviations 
to  be  made  during  sale  periods  or  otherwise.  In  isolated  or  indi- 
vidual transactions,  however,  where  extraordinary  or  extenuating 
circumstances  prevail,  such  exception  to  the  foregoing  schedule  may 
be  made  by  the  Credit  Manager  as,  in  his  judgment,  seems  wise. 
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An  interesting  variant  of  older  installment  plans  is  the 
ten  payment  plan,  started  by  retail  clothing  dealers  in  1925 
at  the  suggestion  of  Alfred  Decker  and  Cohn.  It  calls  for 
25  per  cent  down  and  the  balance  weekly  for  ten  weeks." 
It  has  increased  the  volume  of  business,  and  at  the  same 
time  it  has  reduced  considerably  the  amount  represented  in 
accounts  receivable,  by  decreasing  the  time  for  which  bills 
formerly  ran  on  open  account.  It  has  been  estimated  that 
the  plan  has  reduced  outstandings  at  least  50  per  cent,  but 
the  tendency  toward  competition  in  terms  may  modify  its 
effectiveness.  The  plan  has  also  been  introduced  for  women's 
apparel,  especially  furs,  and  many  department  store  items. 

The  Contract  ^^ 

It  is  usual  for  the  seller  to  retain  some  form  of  lien  upon 
the  article  involved  in  the  installment  sale.  The  customary- 
forms  employed  are  the  chattel  mortgage,  conditional  bill  of 
sale,  and  lease.  The  form  used  varies  according  to  the  law 
of  the  state  in  which  the  seller  is  doing  business.  Provisions 
with  respect  to  filing  and  recording  and  conditions  of  repos- 
session affect  security,  convenience,  and  expense,  and  govern 
the  choice.^*  In  the  various  states  there  is  considerable  uni- 
formity regarding  the  proper  use  of  the  chattel  mortgage; 
but  the  seller's  rights  and  remedies  under  the  conditional 
sale  contract  vary  considerably.  In  the  case  of  articles,  such 
as  clothing,  on  which  there  is  small  chance  of  repossession 
or  little  repossession  value,  a  promissory  note  is  taken,  se- 
cured, e.g.,  by  assignment  of  salary,  or  so  worded  as  to  gain 
confession  of  judgment  (the  so-called  judgment  note). 

The  purchase-money  chattel  mortgage  reconveys  or  retrans- 
fers  the  title  to  the  goods  (which  have  been  sold  and  deliv- 

1*  H.  D.  Comer,  The  Ten  Payment  Plan  of  Betailing  Men's  Clothing 
(Bureau  of  Business  Research,  Ohio  State  University,  1926).  From 
3  to  6  per  cent  is  added  as  carrying  charge,  while  expenses  are  in- 
creased 6  to  8  per  cent  on  sales. 

15  For  legal  details  as  well  as  forms,  see  Credit  Manual  of  Commer- 
cial Laws,  also  S.  F.  Brewster,  Legal  Aspects  of  Credit  (New  York, 
1923),  Chap.  XIX,  pp.  67-70. 

16  Some  sellers  may  avoid  the  expense  of  filing  small  contracts  (which 
permits  recovery  where  the  buyer  disposes  of  the  property  to  a  third 
party)   and  create  a  reserve  against  losses  instead. 
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ered  to  the  buyer)  to  the  seller,  on  condition  that  the  title 
will  revest  in  the  buyer  when  he  has  complied  with  the 
provisions  of  the  instrument.  Some  jurisdictions,  however, 
hold  that  the  seller  as  mortgagee  merely  obtains  a  lien,  and 
that  title  still  vests  in  the  buyer.  In  the  event  that  the  buyer 
defaults  in  paying  any  installment,  the  lien  may  be  fore- 
closed; that  is,  the  goods  may  be  recovered  and  disposed  of. 
By  agreement,  other  property  besides  the  goods  sold  may 
be  covered  in  the  lien.  If  the  proceeds  of  the  sale  are  insuf- 
ficient to  cover  the  debt,  the  mortgagee  may  sue  and  obtain 
a  deficiency  judgment  for  the  balance.  If  more  is  recovered 
from  the  sale,  however,  the  excess,  after  deducting  expenses, 
must  be  paid  to  the  mortgagor.  Unless  provided  by  statute, 
no  specified  form  of  chattel  mortgage  is  necessary.  Nearly  all 
states  require  that  it  be  recorded  in  order  to  be  valid  and 
enforceable  against  a  third  party. 

The  conditional  bill  of  sale  provides  that  the  seller  retain 
title  to  the  goods  until  the  agreed  purchase  price  has  been 
paid  in  full.  The  buyer  does  not  acquire  full  right  and  legal 
title  to  the  property  until  he  has  performed  all  the  conditions 
of  the  contract,  the  title  meanwhile  still  vesting  in  the  seller. 
The  remedies,  which  are  technical,  are  established  by  the 
state  law;  e.g.,  the  property  may  be  repossessed  when  any 
of  the  terms  of  the  contract  are  violated;  or,  the  seller  may 
sue  to  collect  payment.  But  in  the  latter  case  he  waives  title 
and  is  estopped  from  recovering  the  property  under  the 
contract.  In  some  states,  the  seller  may  seize  and  sell  the 
property;  in  others,  he  may  take  the  property  and  declare 
the  payments  forfeited;  and  in  still  others,  he  may  take 
possession  of  the  property,  retain  it  for  the  buyer,  and  still 
hold  him  responsible  for  the  debt.  In  all  states  except 
Louisiana,  the  conditional  biU  of  sale  is  legally  recognized. 

A  lease  contract  may  be  used  in  place  of  a  conditional 
sale,  e.g.,  the  "lease  or  rental  agreement"  generally  used 
in  California  and  the  "Bailment  Contract"  found  in  Penn- 
sylvania. It  provides  for  payment  of  rentals  until  the  goods 
are  paid  for  in  fuU,  at  which  time  the  lessee  acquires  title 
to  the  goods.    In  event  of  default  in  payment  of  rental,  the 
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lessor  may  repossess  the  goods.  Leases  of  this  kind  (and  the 
same  is  true  of  the  "agreements  to  purchase"  occasionally 
used)  have  been  held  by  the  Federal  courts  and  the  courts 
of  twenty-nine  states  and  the  District  of  Columbia  to  be 
conditional  sale  contracts  in  every  respect. 

The  Credit  Work 

The  essence  of  installment  credit  lies,  however,  not  in  the 
formal  terms  or  contract,  but  in  the  credit  investigation  of 
the  buyer.  The  local  house  has  the  advantage  of  a  personal 
interview,  which  the  mail  order  installment  house  lacks. 
Otherwise,  the  same  sources  are  open  to  the  installment  credit 
man  as  are  open  to  the  retail  credit  man  when  he  passes 
upon  an  application  for  a  charge  account.  The  present 
discussion,  therefore,  considers  only  certain  features  peculiar 
to  installment  credit  work.  The  extent  of  the  investigation 
often  depends  upon  the  amount  of  the  down  payment,  and 
certain  parts  of  the  investigation  are  more  secretive  than  in 
ordinary  credit.  Again,  installment  credit  is  relatively  much 
more  frequent  among  the  smaller  income  groups,  and  many 
installment  risks  would  not  ordinarily  be  considered  safe  risks 
on  charge  accounts.  This  makes  it  possible,  it  is  said,  to 
catechize  applicants  for  installment  credit  more  thoroughly. 
Finally,  in  installment  credit  no  identification  or  authoriza- 
tion questions  arise,  but  collection  work  is  of  increased 
importance. 

Many  installment  houses  endeavor  to  build  up  their  own 
lists.  New  accounts  may  be  obtained,  to  some  extent  through 
advertising,  to  which  many  houses  attribute  5  per  cent  of 
sales  volume.^'  But  attention  to  customers  and  courtesy  and 
consideration  when  making  collections  are  primary  consid- 
erations. Ee-open  accounts,  and  add-on  accounts,  in  the  sense 
of  additions  to  open  accounts,  constitute  half  the  business  of 
a  well-known  installment  house. 

The  application  form  filled  out  by  the  customer  is  some- 
what more  detailed  than  the  usual  application  for  a  charge 
account,  and  emphasizes  stability.    Several  points  may  be  men- 

17  Brisco,  op.  cit.,  p.  238. 
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tioned.  If  a  boarding  house  or  hotel  address  is  given,  in  some 
states  the  proprietor  with  an  unpaid  board  bill  has  a  prior 
lien  on  the  goods  in  his  possession,  regardless  of  the  fact  that 
they  are  covered  by  contract  or  agreement.  A  statement  that 
the  applicant  is  over  twenty-one  years  of  age  is  often  in- 
cluded, both  in  the  application  and  in  the  contract.  Some 
stores  use  a  modified  form  of  application,  which  is  often  part 
of  the  sales  ticket  and  is  filled  in  by  the  sales  person.  Install- 
ment houses  generally  make  use  of  the  services  of  the  credit 
bureaus  described  in  the  preceding  chapter. 

Rating  of  accounts  or  grading  into  several  classes  of  risks, 
by  the  credit  manager,  in  the  light  of  the  information  ob- 
tained, has  been  suggested.  In  such  rating,  amount,  source, 
and  regularity  of  the  income  which  can  be  applied  to  the 
reduction  of  the  installment  obligation  is  highly  important. 
Yet  little  definite  agreement  exists  as  to  the  relation  which 
income  should  bear  to  the  amount  of  the  credit.  Where  credit 
men  venture  to  set  it  at  all,  they  name  25  per  cent  of  the 
disposable,  not  total,  annual  net  income,  although  one  book, 
recently  published,  suggests  10  to  15  per  cent  of  regular  in- 
come.^® A  leading  finance  company  feels  that  a  purchaser 
should  not  acquire  an  automobile  if  the  depreciation  during 
the  first  twelve  months  exceeds  15  per  cent  of  his  annual  in- 
come, since  excess  depreciation,  cost  of  maintenance,  neces- 
sary insurance,  and  repairs  would  together  create  too  heavy 
a  burden. 

Most  stores  send  out  collection  notices  by  mail  in  advance 
of  the  due  date.  A  series  of  letters,  worded  to  fit  various 
types  of  cases,  are  used  to  call  attention  to  delinquency.  Un- 
usual cases  and  badly  delinquent  accounts  receive  specially 
dictated  letters.  Some  stores,  however,  employ  collectors  to 
call  upon  their  customers.  Where  letters  and  notices  are  of 
no  avail,  the  account  is  turned  over  to  a  special  adjuster. 
He  is  skilled  in  dealing  with  such  cases  and  adapts  his  meth- 
ods to  the  case,  being  tactful  and  persuasive,  or  harsh,  as 
required.    If  he  fails,  an  attorney  can  handle  the  account  and 

18  J.  T.  Bartlett  and  C.  M.  Reed,  Retail  Credit  Practice  (New  York 
and  London,  1928),  p.  270. 
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either  repossess  the  goods  or  attach  the  income  and  garnishee 
the  salary  of  the  debtor.  Repossession,  however,  is  used  only 
as  a  last  resort. 

Cost  and  Loss  Experience 

The  carrying  charge  on  installment  accounts  during  the 
rush  to  grant  this  type  of  credit  after  1921,  amounted  to  10, 
15,  or  even  20  per  cent.  Severe  competition,  however,  reduced 
the  charge,  until  to-day  it  is  probably  only  5  or  6  per  cent 
over  the  cash  selling  price.  Of  course,  since  the  account  is 
paid  by  degrees  and  is  often  closed  within  six  months,  the 
charge  is  equivalent  to  an  annual  interest  rate  of  from  12  to 
18  per  cent  on  the  funds  actually  involved. 

A  good  illustration  of  the  actual  as  distinct  from  the  nomi- 
nal cost  of  financing  is  afforded  by  the  time  payment  plan 
announced  some  years  ago  by  a  group  of  paint  and  building 
materials  manufacturers  involving  a  9  per  cent  financing 
charge.  Upon  analysis,  the  figure  properly  grew  to  not  less 
than  25.11  per  cent.^*  The  plan  was  this :  the  contract  price 
quoted  the  house  owner  was  the  estimated  cost  of  the  job, 
plus  a  9  per  cent  financing  charge.  The  dealer  was  to  be 
paid  down  in  cash  20  per  cent  of  the  total  quoted  figure,  and 
the  balance  was  payable  to  the  finance  company  in  ten 
monthly  payments.  The  9  per  cent  becomes  11.51  per  cent 
of  the  amount  actually  borrowed,  or  13.81  per  cent  per  annum. 
Since  the  sum  borrowed  is  reduced  as  each  installment  is  paid, 
it  is  really  outstanding  in  its  entirety  for  only  six  and  a  half 
months.  Allowance  for  this  fact  indicates  the  charge  is  at  the 
actual  rate  of  25.11  per  cent  per  annum  for  the  funds  actually 
advanced. 

The  charge  made  covers  several  items :  interest  on  the  funds 
invested;  expense  of  supervision,  including  credit  investiga- 
tion, bookkeeping,  and  collection  work ;  and  possible  bad  debt 
loss.  In  automobile  finance,  the  charge  includes  fire  and  theft 
insurance,  as  well  as,  with  many  articles,  the  service  which 
the  buyer  gets.     Bad  debt  losses  are  relatively  small.     The 

19  R.  Cole,  "Indiscriminate  Installment  Selling  and  Distribution 
Costs,"  Printers'  Ink,  May  21,  1925,  cited  in  T.  N.  Beckman,  Credits  <md 
Collections  in  Theory  and  Practice  (2nd  ed.,  New  York,  1930),  pp.  88-89. 
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National  Retail  Credit  Survey  shows  average  bad  debt  losses 
on  installment  sales  in  1927  of  0.9  per  cent  for  department 
stores ;  1.4  per  cent  for  dry  goods  stores ;  0.8  per  cent  for  fur 
goods  stores;  and  1.4  per  cent  for  furniture  stores;  as  con- 
trasted with  3.7  per  cent  for  women's,  children's,  and  infants' 
wear;  2.4  per  cent  for  men's  and  boys'  clothing;  and  7.9  per 
cent  for  general  clothing  stores.^* 

Financing  Installment  Sales — Bise  of  Finance  Company 

Financing  installment  sales  requires  considerable  working 
capital.  Not  only  is  there  more  capital  invested,  but  the 
administrative  cost  must  also  be  considered.  An  elaborate 
organization  is  required,  as  well  as  ample  funds,  if  the  dealer 
is  to  conduct  the  business  properly.  But  few  dealers  have 
sufficient  capital;  and  often  their  banks  are  not  equipped 
properly  to  undertake  the  supervisory  and  credit  work  neces- 
sary. Borrowing  to  finance  installment  sales  is  often  based 
directly  on  the  installment  paper  itself. 

Recourse  to  the  finance  company  becomes  inevitable.  The 
first  finance  company  in  the  automobile  field  appeared  in  1913 
and  in  1915  the  Guaranty  Securities  Company  was  organized 
in  San  Francisco  to  render  service  to  the  WUlys-Overland 
dealers. ^^  Finance  companies,  originally  interested  in  ac- 
counts receivable  finance,  added  this  new  function.  In  part 
they  offered  their  services  directly  to  the  retail  dealer;  in 
part  to  the  manufacturer,  for  whom  they  devised  a  plan 
bearing  his  name,  which  he  offered  to  his  dealers  as  a  sales 
help,  and  on  which  he  stood  ready  to  assume  losses.  With 
the  post-war  development  of  installment  financing  in  other 
fields,  finance  companies  interested  themselves  in  these 
branches,  as  well  as  in  automobiles.  A  few  manufacturers,  in 
particular  the  General  Motors  Corporation,  developed  sub- 
sidiaries of  their  own  to  finance  their  products,  but  most  of 
the  business  went  to  outside  finance  companies.    The  growth 

20  In  other  words,  the  expense  is  the  greatest  factor.  Nystrom,  op. 
cit.,  Vol.  II,  p.  617,  presents  a  table,  showing  the  cost  of  conducting  an 
installment  business. 

21  Seligman,  op.  cit.,  Vol.  I,  p.  43 ;  W.  A.  Grimes,  Financing  Auto- 
mobile Sales  by  the  Time  Payment  Plan  (New  York,  1926),  p.  12. 
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of  the  business  is  shown  by  the  fact  that  in  1925  it  was  esti- 
mated that  there  were  no  less  than  1,400  finance  companies, 
although  the  bulk  of  the  business  was  done  by  a  relatively 
small  proportion  of  these  concerns.  More  recently,  some  re- 
duction in  the  number  has  taken  place,  so  that  there  are  not 
over  1,000  companies  in  existence  to-day. 

Part  II  of  the  report  of  the  National  Retail  Credit  Sur- 
vey showed  that  in  1927,  out  of  483  automobile  dealers,  84.9 
per  cent  made  use  of  finance  companies  and  only  15.1  per 
cent  did  not.  In  some  other  branches,  such  use  is  apparently 
not  as  extensive.  In  fact,  in  1925  it  appeared  that  roughly 
three-fifths  of  installment  sales  of  merchandise  were  financed 
without  the  aid  of  finance  companies.  One  handicap,  es- 
pecially marked  for  department  and  similar  stores,  is  that  the 
finance  company  passes  upon  the  risks  to  be  taken  and  hence 
automatically  limits  the  stores'  market. 

Finance  Company  Procedure 

Finance  companies  in  effect  undertake  to  do  necessary  credit 
work  and  guarantee  these  risks  to  the  banking  system,  as 
already  explained  in  Chapter  XVI.^^ 

When  a  sale  is  consummated,  the  dealer  receives  signed 
notes  from  the  buyer  for  the  purchase  price,  in  amounts  and 
maturities  determined  by  the  terms.  The  notes  are  secured 
by  chattel  mortgage,  conditional  sale,  or  lease.  The  finance 
company  passes  upon  the  customer's  application  for  credit, 
basing  its  decision  upon  its  own  investigation.  In  the  case 
of  automobile  finance,  the  finance  company  usually  collects, 
but  the  reverse  is  true  for  other  articles,  when  the  dealer 
collects  and  remits  monthly  for  matured  paper.  In  some 
cases,  payment  is  made  by  the  buyer  to  a  local  bank  instead. 
Most  of  the  large  finance  companies  have  highly  effective  col- 
lection organizations,  which  follow  up  the  delinquent  buyer. 

Three  relations  may  exist  between  dealer  and  finance  com- 
pany.   First,  under  the  recourse  plan,  the  dealer  indorses  the 

22  This  holds  true  of  their  wholesale  plan  (whereby  they  finance 
dealers'  purchases  of  cars  from  manufacturers)  as  well  as  of  their 
retail  plan  (whereby  they  finance  purchases  of  cars  by  dealers'  cus- 
tomers).   The  wholesale  plan  is  not  considered  here. 
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paper  and  is  liable  in  the  event  that  the  buyer  defaults.  A 
second  method  is  for  the  dealer  instead  to  sign  a  repurchase 
agreement,  whereby  he  is  obligated  to  buy  back  the  article 
in  event  of  default,  for  the  amount  of  the  balance  remaining 
unpaid.^^  A  third  method  is  the  nonrecourse  plan,  in  which 
the  dealer  has  no  liability.  Formerly  there  was  considerable 
controversy  regarding  the  relative  merits  of  these  plans,  and 
competition  appears  to  be  influencing  a  tendency  toward  use 
of  the  nonrecourse  plan.  The  recourse  plan,  of  course,  has 
the  advantage  of  bringing  pressure  upon  the  dealer  by  mak- 
ing him  responsible. 

The  large  finance  companies  have  completely  systematized 
their  work.  They  have  well-equipped  legal  staffs  which  have 
prepared  standard  contract  forms  for  use  in  different  states. 
They  possess  competent  credit  departments,  which  understand 
how  to  pass  upon  such  risks.  They  have  prepared  elaborate 
schedules  of  charges,  correlating  the  charge  with  size  of  down 
payment  and  length  of  terms.  They  have  developed  highly 
effective  collection  systems,  while  they  have  an  experienced 
field  staff  for  the  solicitation  of  business  and  adjustment  and 
collection  work.^* 

The  Morris  Plan  and  other  organizations  engaged  in  in- 
dustrial banking  are  similar  in  many  ways  to « the  finance 
company.  Arthur  J.  Morris  started  his  first  bank  in  Norfolk, 
Virginia,  in  1907.  These  organizations  make  loans  of  from 
$50  to  $5,000,  repayable  within  fifty  weeks  in  weekly  or 
monthly  installments.  Six  per  cent  discount  on  the  face 
amount,  plus  certain  fees,  limited  by  law,  are  deducted  in 
advance.  The  notes  usually  have  two  comakers  acceptable 
to  the  bank.    The  Morris  Plan  banks  face  the  same  loan  prob- 

23  He  is  not  then  liable  in  event  of  conversion  or  inability  of  the 
finance  company  to  repossess  the  article. 

2*  This  is  shown  by  the  experience  of  four  of  the  largest  finance 
companies.  On  June  30,  1930,  they  had  total  retail  paper  outstanding 
in  the  amount  of  $528,040,000,  and  only  $1,616,000,  or  0.31  per  cent, 
was  past  due  30  to  60  days,  and  $985,000,  or  0.19  per  cent,  was  past 
due  over  60  days,  though  both  showed  much  percentage  increase 
over  the  year  before.  On  June  30,  1929,  only  0.20  per  cent  of  the  total 
paper  ($539,575,000)  was  past  due  30  to  60  days.  Repossessions  dur- 
ing the  first  six  months  of  1930  amounted  to  $2,679,000,  compared  with 
$1,486,000  during  the  corresponding  period  of  1929. 
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lems  as  do  finance  companies;  in  fact,  certain  of  them  have 
made  arrangements  with  automobile  and  other  manufacturers 
to  finance  dealers'  time  sales.  Their  well-known  retail  trade 
acceptance  plan  provides  accommodation  for  individual  pur- 
chasers direct.  They  raise  their  funds  largely,  however,  by 
selling  the  public  interest-bearing  investment  certificates  equal 
to  several  times  their  own  capital  stock.  In  1929  the  108 
banks  and  companies  did  a  loan  and  acceptance  business  of 
$257,492,050.  A  few  stores  have  arranged  loans  with  the 
Morris  Plan  bank  in  their  city  for  their  customers,  who  then 
pay  the  store  cash  for  merchandise  bought.  Several  large 
department  stores  have  installed  a  branch  of  the  Morris 
Plan  bank  on  their  premises.^^ 

The  most  recent  development  along  these  lines  has  been  the 
institution  of  personal  loan  departments  by  some  large  city 
banks,  notably  The  National  City  Bank  of  New  York,  which 
at  the  end  of  1930  reported  80,086  current  loans  being  carried 
in  its  Personal  Loan  Department,  aggregating  $26,311,000. 
In  this  form  of  accommodation  the  borrower  is  required  to 
build  up  a  time  or  savings  account  by  regular  deposits,  to 
liquidate  the  loan.  He  receives  the  regular  rate  of  interest  on 
his  time  deposits,  and  pays  6  per  cent  on  the  face  amount  of 
the  loan.      , 

The  savings  banks  have  been  much  agitated  by  the  rise  of 
the  installment  system.  As  a  counter  attraction,  they  have 
adopted  as  their  slogan  "Save  first,  spend  afterward."  By 
stressing  the  merits  and  practice  of  family  budgets,  they  have 
tried  to  inculcate  habits  of  thrift  and  prudent  financial  man- 
agement. They  have  developed  a  host  of  special  purpose  sav- 
ings plans.  Prom  the  Christmas  and  vacation  clubs,  where 
sums  are  set  aside  weekly,  to  be  returned  to  the  saver  at  the 
appropriate  season,  club  plans  have  been  developed  to  enable 
payment  of  life  insurance  premiums,  and  to  give  to  the  saver 
a  specified  sum  in  hand.  In  other  words,  thrift  is  being 
preached  on  the  installment  plan,  to  benefit  from  the  pressure 
which  the  installment  plan  exerts  on  the  buyer  or  saver. 

25  In  several  cities,  the  bank  goes  so  far  as  to  offer  stores  a  plan 
for  taking  their  good  but  slow  accounts  off  their  hands  by  granting 
loans,  provided  the  store  guaranties. 
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CHAPTEE  XXI 

FOREIGN  CREDITS 

To  understand  foreign  credit  work,  it  is  necessary  to  men- 
tion briefly  the  broader  background  of  American  foreign 
trade.  In  1929,  the  foreign  trade  of  the  United  States  was 
valued  at  $9,640,582,000,  and  of  this  $5,241,225,000  consisted 
of  exports.  Of  the  exports,  $3,750,000,000  were  classified  as 
manufactured  products.  It  is  with  these  manufactured  prod- 
ucts that  the  credit  man  is  concerned,  since  the  staples  sell 
largely  for  cash.  Substantially  half  our  total  exports  go  to 
Europe,  and  the  remaining  half  are  divided  equally  between 
Canada,  Latin  America,  and  the  rest  of  the  world.  Our 
visible  exports  equal  10  per  cent  in  value  of  our  domestic 
production  of  exportable  commodities,  and  a  correspondingly 
smaller  proportion  of  our  total  domestic  production. 

The  American  manufacturer  can  sell  his  goods  abroad  in 
one  of  a  number  of  ways : 

1.  Through  an  export  commission  house  located  in  the  United  States 

2.  Direct 

(a)  Through  his  own  branches  and  organizations  abroad 

(6)  Through  local  agents,  perhaps  aided  or  supplemented  by 

his  own  salesmen 
(c)  From  place  of  manufacture 

In  the  first  instance  cited,  the  credit  problem  is  shifted  to  the 
commission  house.  This  method  may  be  selected  in  order  to 
"play  safe."  For  the  same  reason,  a  foreign  house  of 
similar  character  may  be  selected,  although  the  seller  then 
will  not  control  the  distribution  of  his  goods  and  will  operate 
on  a  closer  margin  of  profit.  In  the  second  case,  the  manu- 
facturer who  employs  the  methods  listed  as  i  and  c,  without 
having  built  up  any  organization  to  handle  his  foreign  sales, 
is  not  in  a  good  position  to  develop  a  credit  policy  and  should 
generally  call  for  cash  against  documents  in  New  York.    Ee- 
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cent  years  have  seen  a  great  development  of  tlie  foreign  branch 
house  of  the  American  manufacturer,  and  this  is  likely  to  go 
forward  as  a  result  of  our  latest  ta!riff  legislation.  Within 
specified  limits,  these  branches  pass  upon  credits,  so  that  only 
a  few  cases  are  referred  to  the  main  office  in  the  United  States, 
whereas  formerly  the  latter  passed  upon  all  applications  for 
credit. 

Development  of  the  American  Foreign  Credit  Problem 

In  the  development  of  the  American  foreign  credit  prob- 
lem, three  stages  must  be  recognized:  (1)  prewar;  (2)  war 
and  post-war  boom;  (3)  period  subsequent  to  the  post-war 
boom. 

Prior  to  the  "War,  the  backbone  of  American  export  trade 
consisted  of  raw  materials,  such  as  grain,  cotton,  oil,  and 
tobacco.  Commission  houses  had  been  instrumental  in  build- 
ing up  export  manufacturing  business.  The  American  busi- 
ness community,  in  general,  regarded  the  foreign  field  solely 
as  an  outlet  for  the  surplus  product  not  absorbed  in  domestic 
trade.  Only  a  few  articles  had  developed  a  wide  market,  such 
as  sewing  machines,  typewriters,  and  low  priced  automobiles. 
In  consequence,  the  characteristic  terms  quoted  by  the  Ameri- 
can exporter  were  cash  against  documents  in  New  York. 

During  and  immediately  after  the  "War,  there  was  a  great 
expansion  of  American  exports.  Exhausted  stocks  of  goods 
abroad  and  disintegration  of  industry  there,  under  stress  of 
"War,  forced  recourse  to  the  United  States.  Active  interest 
in  export  trade  followed,  many  exporting  houses  being  formed 
and  manufacturers  for  the  first  time  taking  an  intensive  in- 
terest in  the  export  field.  Legislation  was  enacted  to  stimu- 
late and  maintain  foreign  trade,  the  Federal  Reserve  Act 
being  amended  to  provide  additional  foreign  banking  facili- 
ties, the  Edge  Act  being  passed  to  provide  additional  credit 
facilities,  and  the  "Webb-Pomerene  Act  allowing  exporting 
manufacturers  to  combine  without  violating  the  antitrust 
statutes.  But  credit  was  not  carefully  studied.  On  the  one 
hand,  the  existence  of  a  sellers'  market  enabled  many  ex- 
porters to  adhere  to  cash  terms;  while  the  general  optimism 
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in  regard  to  foreign  trade  and  desire  for  a  share  of  the  busi- 
ness, especially  after  the  armistice,  led  to  hasty  and  unsound 
credits.  This  was  due  to  the  inexperience  of  those  who 
attempted  to  create  a  widespread  foreign  trade  organization 
within  a  short  period  of  time  under  chaotic  economic  and 
political  conditions. 

The  crisis  of  1920,  world  wide,  overthrew  the  edifice.  Much 
of  the  business  proved  to  be  speculative  and  unsound,  and 
heavy  losses  were  experienced.  Banks  curtailed  foreign 
branches,  while  many  exporters  abandoned  foreign  trade  al- 
together. Yet  foreign  trade  was  required  as  a  regular  outlet 
for  part  of  the  output  of  our  expanded  industrial  facilities. 
To  meet  competition,  as  well  as  to  give  the  foreigner  the  buy- 
ing power  which  he  otherwise  lacked,  credit  had  to  be  ex- 
tended freely.  It  was  necessary  to  have  a  credit  policy  com- 
mensurate with  American  selling  ability  and  productive  effi- 
ciency. 

It  should  also  be  said  that  American  foreign  trade  has  faced 
certain  other  broader  questions  of  policy.  The  interallied 
debts  have  been  funded  on  a  more  manageable  basis,  while 
the  United  States  has  continued  its  war-changed  position  as 
a  creditor  instead  of  a  debtor  nation  by  making  huge 
foreign  investments.  On  the  other  hand,  the  erection  of 
higher  tariff  barriers,  both  here  and  abroad,  presents  a  serious 
handicap.  Unless  the  foreigner  can  sell  us  his  products,  he 
cannot  continue  to  buy  from  us.  Furthermore,  he  is  tempted 
to  retaliate  by  erecting  tariff  barriers  against  us  and  to  throw 
his  trade  to  other  nations  who  display  greater  reciprocity. 

Foreign  versus  Domestic  Credits 

In  foreign  trade,  credit  is  no  less  essential  than  in  domestic 
trade.  Basically,  the  principles  involved  are  the  same  in  both 
cases.  But  significant  differences  exist.  Foreign  credit  policy 
involves  consideration  of  an  exchange  risk,  as  well  as  con- 
sideration of  a  commercial  risk.  And  the  commercial  risk, 
which  embraces  both  credit  limit  and  terms,  differs  in  extent 
and  variety  from  that  found  in  domestic  trade.  The  foreign 
credit  problem  must  be  set  in  a  broader  framework.    Factors 
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outside  the  risk  itself  and  inherent  in  world-wide  economic 
and  political  situations  are  frequently  deciding  factors. 

The  principal  points  of  difference  between  foreign  and  do- 
mestic credit  may  be  set  forth  as  follows : 

1.  Both  parties  to  the  foreign  transaction  lack  the  mutual 
understanding  of  credit  matters  that  prevails  in  their  domes- 
tic markets  and  which  is  strengthened  by  personal  contacts. 
Reticence  in  giving  information,  especially  as  to  capital  em- 
ployed, calls  for  more  thought  and  skill  in  interpreting  the 
data  actually  available.  But  the  seller  has  often  had  little 
experience,  and  finds  the  unstandardized  credit  practices  that 
prevail  rather  bewildering.  Differences  in  nationality  and 
racial  characteristics  carry  with  them  differences  in  mental 
attitude,  trade  practices  and  usages,  and  business  ethics.  The 
buyer  lives  under  different  financial,  economic,  and  political 
conditions  and  is  governed  by  different  laws.  This  also  in- 
creases the  difficulty  and  expense  of  the  collection  hazard, 
and  reacts  upon  the  appraisal  of  the  credit  risk.  Thus  the 
buyer's  credit  risk  is  set  against  an  unfamiliar  background. 

2.  Terms  of  sale  in  foreign  trade  differ  from  those  prevail- 
,ing  in  domestic  trade.    Foreign  terms  are  less  standardized. 

They  are  longer  and  less  certain.  This  is  because  of  the  time 
the  goods  are  in  transit;  the  purchase  of  seasonal  require- 
ments at  one  time,  to  be  paid  for  by  later  export  of  local 
products ;  and  often  insufficient  banking  facilities,  which  make 
for  a  small  supply  of  liquid  capital  and  high  rates  of  interest. 
Thus  terms  depend,  not  merely  upon  the  article  in  question, 
but  upon  the  buyer's  economic  situation,  which  influences  his 
rate  of  turnover.^ 

3.  The  risk  of  fluctuation  in  foreign  exchange  rates  is  a 


1  Prom  the  purchaser's  point  of  view,  tlie  factors  which,  bring  about 
cash  terms  for  staples  may  be  indicated  as  follows: 

1.  They  possess  a  recognized  standard  value. 

2.  They  are  sold  on  a  small  profit  margin. 

3.  They  are  sold  in  heavy  tonnages. 

4.  They  may  be  readily  financed  at  home,  because  they  can  be  readily 
converted  into  cash.  _  ,  .. 

The  factors  involved  in  framing  a  policy  as  to  terms  have  often 
been  stated  as  threefold:  the  product,  the  market  and  the  buyer.  It 
has  been  truly  observed  that  in  most  agricultural  countries,  e.g.,  Cuba, 
if  the  principal  crop  is  watched,  the  key  to  the  whole  business  situation 
is  obtained. 
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most  important  element.  The  seller  wants  to  be  paid  in  his 
national  currency,  and  the  buyer  prefers  to  pay  in  his.  Ex- 
change rates,  expressing  the  value  of  the  one  currency  in 
terms  of  the  other,  are  subject  to  constant  fluctuations,  and 
in  such  violent  intervals  as  the  "War  and  post-war  periods  may 
make  the  purchase  of  goods  speculative.  The  buyer  may  also 
be  tempted  to  delay  payment  if  exchange  becomes  unfavor- 
able. 

Terms  of  Sale 

Two  practices  obtain  in  arranging  terms  of  sale  with  the 
customer.  One  is  to  avoid  any  statement  of  terms  when  fur- 
nishing quotations  in  response  to  his  request.  This  leaves  the 
suggesting  of  terms  to  him,  and  he  presumably  will  suggest 
those  terms  most  favorable  and  best  suited  to  his  own  busi- 
ness and  locality.  The  credit  man  can  then  consider  the 
terms  suggested.  But  this  policy  involves  delay  and  expense, 
since  letter  and  cable  adjustments  may  be  necessary,  and  a 
loss  of  the  order  may  result.  On  the  other  hand,  when  the 
seller  specifies  the  terms,  the  debtor  is  faced  squarely  with  the 
problem  of  showing  why  he  should  receive  other  than  the 
quoted  terms.  A  middle  ground  is  to  indicate  standard  terms 
when  furnishing  quotations,  but  to  request  certain  informa- 
tion which  may  afford  a  basis  for  other  terms.^ 

Terms  distribute  the  risk  between  buyer,  seller,  and  bank 
in  a  variety  of  ways.    They  may  be  classified  as  follows : 

1.  Payment  before  shipment 

(o)  Cash  in  advance  with  order 

(&)  Cash  against  inland,  though  not  ocean,  documents  in  New 
York 

2.  Introduction  of  bank  or  other  outsider 

(a)  Opening  of  a  letter  of  credit  (or  authority  to  purchase), 
under  which  the  exporter  can  draw  when  he  ships.^  Only 
a  confirmed  and  irrevocable  credit  affords  entire  safety. 

(b)  Guaranty  by  a  bank  (issued  by  foreign  banks;  less  satis- 
factory than  a  confirmed  credit) 

(c)  Del  credere  of  the  local  agent 

2  G.  C.  Poole,  Export  Credits  and  Collections  (New  York,  1923),  p.  13. 

3  See  the  section  on  "The  Banker's  Acceptance  and  the  Commercial 
Letter  of  Credit"  in  Chapter  III. 
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3.  Payment   when  title  to   goods  passes  locally    (buyer  receives 
goods) 

{a)   Sight  draft  on  buyer 

(6)  Time  draft,  documents  released  against  payment    (B/P) 

4.  Payment  after  receipt  of  goods 

(a)  Time  draft,  documents  released  against  acceptance   (D/A) 
(6)  Open  account 

(c)  Current  account,  with  discount  deducted  for  anticipation 
or  interest  added  for  delay 

The  two  extremes  are  afforded  by  cash  terms  and  by  open 
account  terms.  In  the  case  of  cash  terms,  the  buyer  is  even 
asked  to  part  with  funds  long  before  he  receives  the  goods 
and  has  a  chance  to  examine  them.  These  terms  are  used 
only  when  the  customer  is  undesirable,  or  when  the  exporter 
possesses  a  monopoly.  The  buyer  regards  them  as  unfair,  as 
they  tie  up  his  capital  and  place  him  at  the  exporter's  mercy 
as  far  as  time  of  shipment  and  quality  of  goods  is  concerned. 
In  some  cases,  a  partial  cash  payment  may  accompany  the 
order  as  an  evidence  of  good  faith.  On  the  other  hand,  open 
account  terms  are  often  indefinite,  and  leave  the  seller  more 
or  less  helpless,  while  his  capital  is  frozen.  Accordingly,  only 
in  cases  where  the  buyer  is  well  known  to  the  seller,  commis- 
sion houses  deal  with  their  agencies,  in  sales  to  adjacent  coun- 
tries, or  as  a  competitive  measure  (Germany  before  the  War) 
have  they  been  used  to  any  great  extent.  Goods  may  be  con- 
signed to  agents  or  resident  salesmen,  who  sell  them  and  remit 
as  agreed.  It  should  be  remembered  that  even  in  the  case 
of  D/P  terms,  a  credit  element  enters,  for  the  seller  may  find 
his  goods  refused  and  have  to  dispose  of  them  at  a  loss.  As 
a  rule,  drafts  are  used,  to  which  the  shipping  documents — 
commercial  invoice,  bill  of  lading,  consular  invoice,  insurance 
policy,  certificates  of  inspection,  etc. — are  attached.  They  are 
released  only  against  either  payment  or  acceptance.  Recent 
years  have  brought  better  understanding  by  American  ex- 
porters of  the  technic  involved  in  using  drafts,  including  their 
drawing  and  handling.* 

*  Data  as  to  actual  terms  are  sketched  in  R.  P.  Ettinger  and  D.  E. 
Golieb,  Credits  and  Collections  (rev.  ed.,  New  York,  1926),  pp.  466- 
467;  T.  N.  Beckman,  Credits  and  Collections  in  Theory  and  Practice 
(2nd  ed.,  New  York,  1930),  p.  583;  F.  R.  Eldridge,  Financing  Export 
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Financing  the  Seller 

The  seller's  financing  problem  is  minimized  in  case  a  com- 
mercial letter  of  credit  is  opened  or  bank  guaranty  given, 
since  he  can  negotiate  the  bills  he  draws.  On  the  other  hand, 
where  he  draws  a  draft  on  the  buyer,  or  carries  him  on  open 
account,  he  has  to  provide  the  necessary  funds. 

The  seller  may  hold  his  trade  receivable  as  part  of  his  gen- 
eral assets,  in  which  case  credit  extension  to  him  is  subject  to 
the  general  analysis  already  indicated.  Or  he  may  obtain 
special  financing  on  the  basis  of  the  draft  he  draws.  The 
bank  may  take  the  trade  bill  and  permit  him  to  draw  a  re- 
financing acceptance  upon  it,  in  which  case  it  lends  its  credit." 
Or  it  may  directly  advance  funds  itself,  by  discounting  the 
draft,  if  the  standing  of  seller  and  buyer  is  satisfactory  (per- 
haps after  he  has  held  it  for  part  of  the  period) ;  or  it  may 
do  this  by  granting  an  advance  collection,  lending  60  or  80 
per  cent  of  the  face  amount  of  the  documentary  trade  biU, 
which  it  takes  for  collection.  Sellers  prefer  to  have  their 
banks  discount  the  drafts  without  recourse  upon  them,  a  prac- 
tice which  banks  have  consistently  refused  to  follow,  and  a 
considerable  controversy  has  existed  between  banks  and  busi- 
ness concerns  over  this  question. 

The  trade  bill,  whether  merely  taken  for  collection  or  dis- 
counted, can  be  handled  through  one  of  several  channels. 
Sending  miscellaneous  items  direct  to  a  foreign  bank  is  not 
regarded  as  good  practice.  The  bill  can  be  handled  by  Ameri- 
can banks  through  their  foreign  correspondents,  through 
special  foreign  trade  banks,  or  through  branches  of  American 
banks  abroad.  The  relative  merits  of  these  several  facilities 
have  been  much  discussed,  and  particularly  in  relation  to  the 
broader  question  of  foreign  trade  policy.  Eeliance  upon  for- 
eign  facilities   had  been   criticized   for   years    as   revealing 

Shipments  (New  York  and  London,  1930),  Appendix  E,  pp.  223-225. 
Delivery  terms  adopted  in  1919,  are  reproduced  in  Poole,  op.  cit.,  pp.  171- 
178,  and  Ettinger  and  Golieb,  op.  cit,  pp.  487-491.  See  also  Eldridge,  op. 
cit.,  Appendix  C,  pp.  195-206,  quoted  from  the  Royal  Bank  of  Canada's 
booklet  on  Financing  Foreign  Trade. 

5  See  the  section  on  "The  Banker's  Acceptance  and  the  Commercial 
Letter  of  Credit"  in  Chapter  III. 
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American  trade  secrets  to  competitors  and  providing  service 
inferior  to  that  extended  the  bank's  own  nationals.  British 
trade  development,  in  particular,  was  praised,  and  financing 
facilities  abroad  were  regarded  as  essential  to  foreign  trade 
development.  The  result  was  a  strong,  though  by  no  means 
unanimous  demand  for  legislation  to  enable  American  banks 
to  enter  the  field. 

Our  own  legislation  may  be  summarized  briefly  as  follows : 

1.  The  Federal  Reserve  Act  of  1913  (section  25)  made  pro- 
vision for  the  establishment  abroad  of  branches  of  national 
banks  possessing  a  capital  and  surplus  of  not  less  than 
$1,000,000,  conditional  upon  the  approval  of  the  Federal 
Reserve  Board. 

2.  To  enable  American  banks  to  participate  in  foreign- 
trade  financing  and  enjoy  banking  facilities  abroad,  should 
they  not  wish  themselves  to  establish  branches,  section  25 
was  amended  September  7,  1916,  to  permit  national  banks  to 
invest  in  the  stock  of  special  institutions  designed  for  foreign 
financing.  The  Act  granted  such  power  to  national  banks 
with  capital  and  surplus  of  $1,000,000  or  more,  and  the  aggre- 
gate so  invested  was  not  to  exceed  10  per  cent  of  the  national 
bank's  paid-in  capital  and  surplus.  It  further  required  the 
special  institution  to  subject  itself  to  limitations  prescribed 
by  the  Federal  Reserve  Board  while  national  banks  held  its 
stock. 

3.  The  Act  of  September  17,  1919,  temporarily  broadened 
the  power  granted  in  the  preceding  paragraph  by  authorizing 
any  national  bank,  until  January  1,  1921,  without  regard  to 
the  amount  of  its  capital  and  surplus,  to  invest  5  per  cent 
thereof  in  the  stock  of  banking  institutions  engaged  in  foreign 
financing  designed  to  facilitate  exports  from  the  United  States, 
provided  it  obtained  the  Federal  Reserve  Board's  permission, 
but  the  total  investment  under  section  25  was  not  to  exceed 
10  per  cent. 

4.  On  December  24,  1919,  by  section  25  (a).  Congress 
authorized  the  creation  of  the  so-called  "Edge  Act"  corpo- 
rations, whose  function  was  to  undertake  various  operations 
not  of  a  strictly  banking  nature  for  the  purpose  of  promoting 


490  CREDIT  AND  ITS  USES 

foreign  trade.  Under  the  regulations  of  the  Board,  one  group 
was  to  consist  of  acceptance  corporations,  another  of  invest- 
ment trusts.  They  might  operate  directly,  or  through  agency, 
ownership,  or  control  of  local  banking  institutions  abroad. 
The  arrangements  which  the  reserve  banks  have  entered  into 
with  foreign  central  banks  are  not  directly  available  to  Ameri- 
can exporters  and  need  not  be  mentioned  here. 

Despite  this  authorization,  but  few  American  banks  possess 
branches  abroad.  Following  an  early  period  of  expansion  of 
such  facilities,  branches  were  discontinued  or  given  over  to 
other  institutions  after  the  crisis  of  1920,  while  the  branches 
of  several  foreign  trade  banks  were  absorbed  by  the  institu- 
tion that  sponsored  them.  Edge  Act  corporations  have  been 
few  in  number. 

Incidentally,  the  risk  of  exchange  fluctuations  may  be 
shifted  to  the  banks.  The  customer  may  be  required  or  en- 
couraged to  cover  exchange,  notifying  the  creditor  through  a 
reputable  bank  that  he  has  purchased  dollars  on  a  future 
contract  to  meet  his  obligations  when  due.  Or,  the  creditor 
may  sell  a  future  in  the  foreign  currency,  maturing  when  the 
credit  falls  due.  The  banks,  of  course,  make  a  charge  for  this 
service,  which  adds  to  the  expense  of  the  transaction. 

Foreign  Credit  Information 

In  considering  a  foreign  credit  risk,  the  credit  man  should 
know  whether  the  product  to  be  sold  is  suitable  for  the  buyer's 
needs ;  what  is  the  capacity  of  the  market  to  absorb  it ;  what 
is  the  cost  of  importation,  and  the  profit  possibilities  for  the 
importer;  incidentally,  he  should  know  the  margin  of  profit 
to  his  own  concern,  in  order  to  gage  the  risk  he  should  take. 
He  should  realize  also  the  possibility  of  disposing  of  the 
goods  in  case  the  buyer  does  not  accept  them.  This  requires 
knowledge  of  the  economic,  financial,  and  political  conditions 
in  the  buyer 's  country. 

There  is  less  detailed  credit  data  available  on  foreign  con- 
cerns than  in  domestic  trade,  and  some  of  the  sources  cannot 
be  trusted  implicitly.  The  problem  is,  therefore,  one  of  tak- 
ing the  time,  effort,  and  patience  to  piece  together  fragments 
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of  information  and  evolve  therefrom  a  picture  of  the  risk 
sufficient  to  formulate  an  intelligent  judgment.  The  data  on 
which  particular  emphasis  is  placed  are  the  following: 

1.  Length  of  time  in  business.  A  concern  showing  honest  and 
profitable  management  over  a  period  of  years  is  obviously  to  be 
preferred  to  one  of  limited  experience,  even  though  the  latter  is 
honest.  Since  the  credit  man  cannot  always  keep  track  of  changes 
in  condition  of  remote  concerns,  he  is  cautious  about  new  and  un- 
tried firms,  and  stresses  the  importance  of  antecedents. 

2.  General  reputation  and  standing  in  trade,  and  importance 
in  its  locality. 

3.  Its  record  for  meeting  home  and  foreign  obligations.  Occa- 
sional deferment,  if  there  are  extenuating  circumstances,  should 
not  condemn  the  risk.  Compositions  are  frequent  and  unreported 
in  South  America,  and  inquiry  should  always  be  made  regarding 
them. 

4.  Buying  activities.  In  the  absence  of  complete  data,  informa- 
tion should  be  required  regarding  the  maximum  buying  necessi- 
ties of  the  customer. 

Direct  Sources  of  Information 

The  extent  of  the  investigation  varies  with  the  seller's  busi- 
ness and  the  risk  in  question.  "Waste  of  time,  effort,  and 
money  in  investigating  totally  irresponsible  concerns  should 
be  avoided.  General  data  will  often  justify  the  goods  being 
prepared  for  shipment,  the  credit  man  finally  passing  on  the 
order  from  more  detailed  data  before  actual  shipment  is 
made.  This  practice  also  applies  to  a  request  for  prices  and 
terms. 

Larger  American  concerns  face  a  simpler  task  than  do 
the  smaller  ones.  A  concern  which  has  no  representative 
abroad  usually  asks  the  prospective  buyer  for  bank  and 
trade  references,  and  communicates  with  them.  If  the  con- 
cern has  an  agent,  he  may  guarantee  the  account  and  also 
forward  the  data  he  possesses,  which  information  the  Ameri- 
can exporter  will  supplement  with  data  from  banks  and  the 
trade  in  this  country.  The  importance  of  the  several  sources 
varies  with  the  country  in  question. 

As  in  domestic  credits,  sources  of  information  faU  into  two 
classes,  direct  and  indirect.    Relatively  little  data  is  obtained 


492  CREDIT  AND  ITS  USES 

direct  from  the  buyer.  In  the  Latin  countries  and  the  Orient, 
the  buyer  still  regards  a  request  for  a  financial  statement  as 
a  reflection  upon  his  credit  standing.  There  is  a  general 
aversion  to  divulging  details  of  busiuess  or  personal  affairs. 
This  probably  reflects  a  fear  that  confidential  information  may 
find  its  way  into  the  hands  of  competitors,  and  is  also  due  to 
the  method  of  taxation  used  in  some  countries.  Where  a 
concern  is  taxed  on  the  basis  of  registered  capital,  a  nominal 
sum  is  usually  registered  and  accurate  books  of  account  are 
not  kept,  nor  would  an  accurate  statement  be  furnished,  for 
fear  that  it  might  faU  into  the  hands  of  the  tax  authorities. 
The  campaign  of  education  undertaken  by  various  organiza- 
tions has  borne  some  fruit,  but  much  stiU  remains  to  be  done. 
Moreover,  even  if  the  seller  does  obtain  a  statement,  he  does 
not  know  exactly  what  it  means.  Accounting  practice  differs 
from  ours  and  many  aUow  full  scope  to  the  natural  optimism 
of  the  buyer.  While  the  law  in  European  countries  other 
than  Great  Britain  requires  keeping  books  of  account,  these 
are  not  available  to  the  seller.  He  is  rarely  in  a  position  to 
know  all  the  conditions  surrounding  a  statement,  and  intelli- 
gently to  scale  the  various  items  and  interpret  their  mean- 
ing. In  proportion  as  the  number  of  countries  in  which  he 
does  business  increases,  his  difficulties  multiply.  It  is  often 
impossible  to  ascertain  the  actual  net  worth  of  the  debtor. 

Indirect  Sources  of  Information 

The  indirect  sources  of  information  on  foreign  customers 
are  located  both  at  home  and  abroad.®  Domestic  sources 
include : 

Mercantile  agencies 

Credit  service  organizations 

Interchange  bureaus 

Banks 

Publishing  companies 

The  Federal  government 


« A  convenient  older  survey  by  countries  which  lists  each  source  of 
information,  is  H.  S.  Hillyer,  "  Sources  of  Foreign  Credit  Information," 
Supplement  to  Commerce  Reports,  Trade  Information  Bulletin  No.  292, 
November,  1922. 
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Foreign  sources  include: 

Mercantile  agencies 

Banks 

Representatives  of  the  seller 

Of  the  indirect  sources,  those  located  abroad  are  by  no 
means  entirely  satisfactory.  Mail  takes  too  much  time; 
cabling  is  too  expensive.  Foreign  banks  and  business  men 
hesitate  to  supply  information  of  an  unfavorable  character, 
especially  to  an  outsider.  Cooperation  of  creditors  has  not 
attained  the  same  state  as  it  has  in  the  United  States,  while 
legal  obstacles  also  interfere.  It  is  doubtful  whether  credit 
information  may  be  legally  exchanged  in  Europe  without 
danger  of  libel.  The  absence  of  close  relationship  with  foreign 
sources  of  information  may  result  in  biased,  superficial,  and 
incomplete  reports,  the  reliability  of  which  is  not  known  to 
the  credit  man.  Therefore  domestic  sources  are  used  far 
more  generally. 

Traveling  Salesmen  and  Agents 

The  discussion  which  follows  considers  in  turn  each  class 
or  source  of  information,  irrespective  of  location.  A  repre- 
sentative on  the  ground  affords  first  hand  information  con- 
cerning the  buyer  and  local  business  conditions.  The  sales- 
man should  receive  a  letter  of  introduction  to  banks  and 
others,  and*  should  undergo  thorough  training  before  he  is 
qualified  to  sell  goods  abroad.  Despite  the  more  intimate 
knowledge  of  the  local  agent,  it  is  often  impossible  to  get 
as  much  information  from  him  as  from  the  concern's  own 
salesman.  But  a  carefully  selected  local  agent,  whose  stand- 
ing has  been  established  before  relations  are  opened,  may 
prove  extremely  valuable.  He  is  often  intrusted  with  han- 
dling documents  and  obtaining  acceptance  of  the  drafts.  He 
is  best  informed  on  standing,  methods  of  payment  and  prog- 
ress of  his  customers,  knowing  whether  they  are  meeting  their 
bills  on  time,  or  are  overstocked.  Not  infrequently,  by  tak- 
ing action  at  the  proper  moment,  he  can  aid  his  principals 
to  escape  substantial  loss.     The  same  problems  exist  as  in 


494  CREDIT  AND  ITS  USES 

domestic  trade  with  respect  to  use  of  salesmen  for  obtaining 
credit  information. 

Mercantile  Agencies 

The  two  principal  agencies  maintain  offices,  either  in  their 
own  name  or  through  subsidiaries,  in  foreign  countries.  These 
offices  serve  local  business  men  abroad,  as  well  as  American 
exporters.  R.  G.  Dun  and  Company  in  July,  1930,  maintained 
66  offices,  exclusive  of  Canada.  Of  these,  41  were  located 
in  Europe  (Great  Britain,  France,  Holland,  Belgium,  Switzer- 
land, Italy,  Spain,  and  Portugal) ;  12  in  Latin  America 
(Cuba,  Porto  Rico,  Mexico,  Argentina,  Brazil,  and  Chile) ; 
and  13  in  the  British  colonies  (Australasia,  and  South 
Africa).  The  Bradstreet  Company  has  offices  or  affiliated 
organizations  in  Great  Britain,  France,  Belgium,  Cuba  and 
Mexico,  and  Australia.' 

In  these  countries,  the  work  of  accumulating  and  dissemi- 
nating credit  information  is  carried  on  in  the  same  general 
manner  as  in  the  United  States :  by  means  of  correspondence 
or  traveling  reporters.  Files  are  kept  in  the  district  office 
of  the  country  or  group  of  countries,  and  in  New  York.  Local 
information  is  supplemented  by  a  trade  clearance  in  New 
York,  conducted  in  the  same  general  manner  as  on  domestic 
names,  and  the  results  incorporated  in  the  report.  In  some 
countries  (Germany  and  Austria)  the  agencies  have  relations 
with  prominent  national  agencies.  Domestic  subscribers  can 
obtain  single  reports  at  specified  rates,  while  subscribers  to 
the  foreign  service  buy  a  specified  number  of  reports  per 
year  at  a  fixed  sum,  with  a  decreased  price  per  report  as  the 
number  of  reports  used  increases.  Neither  agency  issues  a 
foreign  rating  book. 

The  reports  of  the  two  agencies  follow  the  same  general 
arrangement  of  topics  as  do  their  reports  on  domestic  names. 
The  character  and  importance  of  the  information  presented 
under  the  various  titles,  however,  conforms  to  the  previous 
discussion  of  foreign  credit  information: 

1.    Antecedents  are  generally  full.    The  data  include :  date 

'  It  has  29  such  offices  in  the  countries  named. 
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established ;  type  of  concern ;  age,  reputation,  experience,  and 
connections  of  the  personnel;  and  progress  of  the  business 
since  organization.* 

2.  The  financial  statement  is  presented  where  available,  but 
is  by  no  means  as  frequently  obtained  as  in  the  United  States, 
nor  is  it  as  complete.  Efforts  are  made  to  verify  it  through 
recourse  to  registers  of  real  property  or,  if  a  corporation,  to 
the  statement  filed  by  it  with  the  public  authorities,  as  well 
as  by  conference  with  those  likely  to  be  informed. 

3.  General  information  or  remarks  are  given  as  to  current 
standing  and  prospects  of  the  subject. 

4.  Trade  opinions  obtained  from  local  banks  and  business 
houses  as  to  the  manner  of  meeting  local  obligations  and  for- 
eign drafts  are  often  meager  and  given  in  running  form, 
without  figures,  but  may  be  supplemented  by  actual  figures 
of  trade  experience  obtained  (as  on  domestic  names)  from 
American  exporters.  i 

5.  The  fire  record  is  also  given. 

In  the  foreign  field,  the  agency's  difficulties  are  multiplied. 
The  factor  of  distance,  and  of  competition  with  local  agencies 
that  charge  a  low  price  for  their  services,  militates  against  it. 
Nor  have  the  many  changes  in  standing  of  foreign  concerns 
during  the  last  few  years  made  its  task  easier.  The  agencies 
endeavor  to  anticipate  inquiries,  but  are  often  criticized  for 
revising  reports  so  infrequently.  A  new  investigation  made 
at  the  credit  man's  request  takes  some  time. 

There  are  local  mercantile  agencies  in  many  foreign  coun- 
tries.® Their  work  is  somewhat  similar  to  that  of  American 
organizations  in  making  investigations  and  issuing  rating 
books,  but  they  often  add  the  approximate  line  of  credit  which 
they  judge  the  risk  is  entitled  to  receive,  and  also  maintain 
collection  departments.  Other  cooperative  organizations  cover 
only  their  own  members.  Rating  books  are  said  to  be  neither 
very  reliable  nor  comprehensive.     While  some  agencies  are 

8  In  Europe,  the  agency  is  aided  by  the  public  records.  Merchants 
are  required  to  register  in  most  continental  countries,  although  in  Eng- 
land only  since  1916  if  doing  business  under  other  than  their  own  true 
name. 

»G.  W.  Edwards,  Intemortional  Trade  Finance  (New  York,  1924), 
p.  212. 
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good,  some  are  small  and  inadequately  staffed.  They  depend 
for  their  information  on  confidential  employees  of  banks,  gov- 
ernment offices,  and  business  houses,  to  whom  they  pay  a  small 
fee,  and  their  reports  are  said  to  be  biased  and  unreliable. 
Moreover,  the  legal  basis  on  which  the  agencies  work  is  very 
uncertain. 

Credit  Service  Organizations 

Such  organizations  are  of  several  kinds.  Some  are  coopera- 
tive, others  commercial.  Three  of  the  more  prominent— the 
Philadelphia  Commercial  Museum  (endowed),  the  National 
Association  of  Manufacturers,  and  the  American  Manufac- 
turers Export  Association  (both  trade  associations) — carry 
on  their  activities  in  conjunction  with  an  active  trade  promo- 
tion service;  but  the  National  Credit  Office  (commercial) 
entered  the  field  solely  from  the  credit  side.  The  first  two 
are  older,  the  National  Association  of  Manufacturers  having 
instituted  its  service  in  1898.  The  American  Manufacturers 
Export  Association  reorganized  its  service  in  January,  1927, 
while  the  National  Credit  Office  began  in  1919.  The  first  three 
serve  a  wider  field — ^the  National  Credit  Office — ^primarily 
a  small  compact  body  of  subscribers  in  the  textile  industry. 

The  National  Credit  Office  is  especially  strong  in  Hispanic 
America.  It  obtains  its  data  from  investigators,  who  visit 
daily  all  New  York  banks  with  foreign  departments  and  all 
New  York  textile  houses,  and  obtain  data  also  by  writing  the 
concern  itself  (for  a  statement),  foreign  banks,  and  its 
correspondents  in  the  foreign  country.  It  prepares  especially 
complete  reports,  embracing  antecedents;  methods  of  opera- 
tion; financial  condition  (with  comparative  statements  where 
possible) ;  foreign  and  domestic  investigations,  both  bank 
and  trade;  and  general  comment,  including  the  desirability 
of  granting  credit  on  specific  terms  in  view  of  the  informa- 
tion submitted  in  the  report.  The  service  is  continuous,  in 
that  an  interested  subscriber  is  kept  informed  of  all  impor- 
tant changes  in  the  financial  condition  of  a  customer.  Favor- 
able reports,  showing  unusual  progress  or  the  introduction 
of  additional  capital,  enable  the  credit  manager  to  increase 
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his  limit;  ■while  derogatory  reports  enable  him  to  apply 
timely  efforts  and  reduce  bad  debt  losses.  The  office  also 
issues  bulletins  to  clients  periodically  regarding  economic  and 
political  conditions  in  different  countries,  and  advises  on 
export  technic,  trade  customs,  and  foreign  commercial  laws. 

Interchange  Bureaus 

References  given  by  the  buyer,  whether  personal,  trade, 
or  bank,  should  be  checked  by  inquiries  made  of  others.  Euro- 
pean firms  are  said  as  a  rule  to  respond  to  requests  for 
information,  and  many  give  the  length  of  time  sold,  amount, 
and  terms,  as  well  as  a  general  opinion.  American  importers 
selling  the  same  trade  are  best  approached,  not  direct,  but 
through  the  medium  of  an  interchange  bureau.  By  far  the 
most  prominent  among  such  bureaus  is  the  Foreign  Credit 
Interchange  Bureau  of  the  National  Association  of  Credit 
Men.  This  is  a  department  of  the  association,  organized  to 
serve  those  of  its  members  interested  in  export  trade.  Estab- 
lished in  September,  1919,  it  has  shown  steady  growth,  until 
it  now  has  several  hundred  members,  many  of  them  among 
the  most  prominent  concerns  in  the  United  States.  It  is  a 
mutual  nonprofit-making  organization,  whose  members  are 
members  of  the  National  Association  of  Credit  Men  or  of  its 
constituent  local  organizations.    It  has  few  bank  members. 

Each  subscriber  (other  than  a  bank)  files  a  complete  list 
with  the  bureau,  giving  names  and  addresses  of  his  foreign 
customers.  This  information  is  for  confidential  use.  The 
bureau  in  New  York  then  enters  his  code  number  on  the 
card  of  each  concern  to  whom  he  sells.  Upon  receiving  an 
inquiry,  the  bureau  writes  to  the  interested  members  disclosed 
by  its  card,  who  are  obligated  to  furnish  a  statement  of  their 
experience,  but  who  receive  in  return  a  reciprocal  report. 
It  also  writes  to  any  references  given,  and  agrees  to  supply 
them  with  a  copy  of  its  report.  The  inquirer  receives  the 
report  in  the  file,  and,  if  it  is  over  four  months  old,  shows 
outstandings,  or  discloses  an  unsatisfactory  account,  the 
bureau  reclears.  It  sends  out  a  preliminary  report  at  the 
end  of  the  first  week,  and  a  final  report  at  the  end  of  the 
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second,  while  it  also  transmits  to  the  inquirer  later  unfavor- 
able reports  which  it  receives.  It  keeps  a  file  of  reports 
in  San  Francisco  on  names  of  interest  to  exporters  on  the 
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Fig.  33.    Cleaeaitce  report,  Foreign  Credit  Interchange 
Bureau,  National  Association  of  Credit  Men 

"West  Coast,  but  the  reference  files  are  in  New  York  and 
clearance  is  effected  through  New  York  by  air  mail. 

The  bureau  has  no  representatives  or  agents  abroad.     If 
it  has  no  data  on  a  name,  it  wiE  write  to  the  buyer  abroad 
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and  request  a  statement  and  trade  references.  It  will  then 
communicate  witli  these  references,  a  reciprocal  basis  being 
in  process  of  development.  It  also  communicates  with  foreign 
banks.  The  bureau  has  developed  considerable  strength  in 
Latin  America  and  the  Far  East,  where  manufacturers  have 
sold  heavily,  and  in  recent  years  has  greatly  increased  its 
coverage  on  European  accounts. 

The  bureau  report  (specimen  reproduced  in  Figure  33), 
which  is  in  part  keyed,  contains  the  following: 

1.  Length  of  time  sold 

2.  Terms  of  sale 

3.  Highest  recent  amount 

4.  Date  of  last  dealings 

5.  Amount  now  owing,  including  outstanding  drafts 

6.  Amount  past  due 

7.  Number  of  days  past  due 

8.  Manner  of  payment 

9.  Eating  assigned  by  subscriber 

10.  Credit  limit  (if  any) 

11.  Credit  declined  (with  reason) 

12.  Remarks 

This  record,  showing  the  amount  sold,  terms  and  manner 
of  payment  from  the  ledgers  of  exporters  gives  an  indication 
of  the  desirability  of  extending  further  credit.  The  terms 
and  manner  of  payment  show  how  the  buyer  meets  his  obli- 
gations. Rapidly  changing  conditions  in  many  foreign  coun- 
tries make  fresh  ledger  experience  extremely  necessary.  The 
average  report  contains  five  experiences.  The  reciprocal  re- 
ports furnished  those  who  supply  information  keep  files  con- 
stantly turning  over  and  up  to  date.  The  bureau  will  put  an 
inquiring  member  in  touch  with  another  member  concerning 
his  experience,  in  case  the  second  member  permits.  It  also 
supplies  the  following: 

1.  Supplementary  reports  (specimen  reproduced  in  Figure  34). 
Whenever  possible,  these  are  supplied  in  conjunction  with  original 
reports,  and  contain  antecedent  information  regarding  the  busi- 
ness, financial  connections,  and  standing  of  the  foreign  buyer  and 
the  distribution  of  his  purchases. 

2.  Weekly    confidential    bulletin.     This    contains    items    relative 
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to  credit  and  economic  conditions   in  foreign  countries   and  also 
affords  a  medium  for  interchange  of  experience  between  members 
on  problems  relative  to  foreign  credits  and  exporting  technic. 
3.    Group  meetings.     Several  groups  representing  business  trade 


FOREIGN  CREDIT  INTERCHANGE  BUREAU 

National  Auodatioa  of  Cn£l  Men 


Nw  York.  H.  Y. 


Reiiort  uii loafl-DoJ  y  Hnoa^ 


2.     Address AUon_55_ 


J.    aa»esot  goods H»ilMLOj^saSrt,es_ 


4.     Unguases  of  CTrrespondentt BBUSJUnd  SEanlBJL- 

5*     Character  of  busines.s:  WI...1 — l^r  T Retailer ? Commission  MerchaoU 

Manufacturer Iuii»rter 5.  Ej(l>OTtcr_ Agent Forwarder— 


..     Buys  chieB;.:  Domestic Foreign—P-l^^SOHJ^M^SS- 

'»       "-J  y  (Couinii  ud  tmu.  Inn  ml) 
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&     Branch  Iiouiws fiHS. 


(Nambcr)  Oocauoo) 

9.     Financial  reference A]ll9naBaJaa!L._ISHaJ'-a.tl°''a^-  Baim^.;Ya_ 


Bnnao  Bapanol.    San  Juan 


10.    r..,;t.l        tZB.OOO         v„li.m.  „r  business i.?5i0p0, (jo.  of  enipluyecs- 

(Annul  Hia) 


II.     Date  of  reimrl SeBtenber  1,    1930 


12.  Managers  or  partners  (nau.e,  title,  age,  nationality) Jose  Doe    5r.    FartnBr,    age   50 

(Spaniall)  Juaa  Doe,  age  45  (Spanish)  and  Manual  Doe,  age  40,  (Spanish) 

Partners 

13.  Capital  stuck  controlled  by  (uanie,  address,  natimality)  .  i 


14,     References.^ 


15.  Relative  size  of  concern:  Very  largr  Large— 

16.  General  reputation  of  ""■■—"  • 

17.  Insurance 11.5,000.   , 


Tig.  34.    Supplementary  eepoet,  Foreign  Credit  Interchange 
Bureau,  National  Association  or  Credit  Men 

classifications    meet    to    discuss    intimate    details    of    accounts    of 
common  interest. 

4.  Moral  suasion  letters.  At  a  member's  request,  the  bureau 
writes  a  letter  of  moral  suasion  in  bis  native  language  to  a  foreign 
buyer  whose  accounts  are  troublesome  or  in  dispute,  asking  for  an 
explanation  and  urging  that  the  account  be  settled. 
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5.  Creditors^  meetings.  A  member  may  submit  a  doubtful  for- 
eign account  to  the  bureau,  which  will  correspond  with  other  mem- 
bers listed  as  sellers,  asking  if  their  experience  is  the  same,  and 
whether  a  creditors'  meeting  is  desirable.  If  so,  it  calls  a  cred- 
itors' meeting  under  the  bureau's  auspices.' 

Banks 

American  banks  in  the  larger  centers,  such  as  New  York, 
Boston,  Philadelphia,  Chicago,  and  San  Francisco,  maintain 
extensive  foreign  departments.  They  have  huilt  np  credit 
files  on  a  large  number  of  foreign  names,  which  they  are 
constantly  revising  and  adding  to.  Designed  for  their  own 
use  and  that  of  their  clients,  these  files  are  indirectly  avail- 
able to  the  clients  of  other  banks.  Small  banks  obtain  infor- 
mation from  their  correspondents,  who,  if  necessary,  will 
obtain  data  from  their  foreign  connections.  Foreign  bank 
agencies  in  New  York  give  credit  information  to  their  clients, 
but  other  merchants  must  apply  through  their  local  banks. 

Such  banks  are  regarded  as  one  of  the  best  sources  of 
foreign  credit  information.  True,  their  reports  are  often 
brief  and  guarded,  as  in  domestic  trade,  and  usually  briefer 
than  the  agency  report.  The  data  given  include  information 
on  the  moral  risk  (respected,  honorable,  responsible,  etc.) ; 
at  times,  a  financial  statement  or  estimate  of  net  worth ;  and 
manner  of  payment  (prompt,  slow,  etc.).  In  response  to  a 
definite  question,  the  bank  will  often  indicate  whether  or 
not  the  risk  is  considered  good  for  credit  in  the  amount 
stated.  An  inquirer  who  is  well  known  to  the  bank  may 
often  obtain  close  data  verbally. 

The  data  received  from  American  banks  are  more  in  line 
with  American  credit  practice.  The  briefness  of  foreign 
bank  information  does  not  necessarily  detract  from  its  reli- 
ability. On  the  other  hand,  in  judging  the  information  the 
standing  of  the  bank  and  its  connection  with  the  buyer  should 
be  considered.  Commercial  inquiries  of  foreign  banks  do  not 
usually  receive  much  attention  unless  a  direct  banking  con- 
nection is  maintained  with  the  foreign  bank,  and  it  is  ordi- 
narily best  to  approach  the  latter  through  an  American 
institution. 
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PuhlisMng  Companies  and  Governmental  Sources 

Several  foreign  trade  publications  such  as  The  American 
Exporter,  The  Importers  Oitide,  and  La  Hacienda  furnish 
their  advertisers  with*  information  free  of  charge.  It  should 
be  borne  in  mind  that  these  are  supplementary  services,  not 
designed  for  regular  sale  to  business  houses. 

The  Bureau  of  Foreign  and  Domestic  Commerce,  through 
its  Commercial  Intelligence  Division  at  Washington,  has  for 
years  collected  extensive  data  on  foreign  concerns,  princi- 
pally from  a  sales  rather  than  a  credit  point  of  view.  From 
special  reports,  compiled  at  first  hand  by  United  States  com- 
mercial attaches,  trade  commissioners,  and  consuls  abroad, 
it  has  built  up  "sales  information  reports"  on  more  than 
400,000  foreign  merchants.  A  fund  of  data  is  available  con- 
cerning present  American  connections,  bank  and  commercial 
references,  volume  of  sales  and  capital,  number  of  traveling 
salesmen,  insurance  carried,  and  local  reputation  of  foreign 
merchants,  but  it  lacks  thorough  investigation  of  sellers' 
experience  with  such  concerns  and  is  not  always  up  to  date. 
These  reports  are  available  to  any  American  firm  in  good 
standing  on  application  to  the  Division  or  to  any  of  the 
Bureau's  district  ofSces,  and  it  undertakes  special  investiga- 
tions on  request. 

The  Bureau  also  publishes  in  a  variety  of  forms  current 
news  of  economic  and  financial  matters,  commercial  laws, 
tariffs,  and  customs  regulations. 

Conduct  of  the  Work 

Foreign  credits  raise  several  distinct  questions,  in  addition 
to  those  relating  to  general  credit  department  organization. 
The  first  of  these  is:  who  is  the  individual  best  qualified  to 
conduct  the  work;  assuming  that  there  is  no  foreign  branch 
house,  should  it  be  assigned  to  the  export  sales  manager  or 
to  the  domestic  credit  manager.  This  question,  it  is  true, 
bears  a  certain  similarity  to  the  discussion  of  the  relationship 
between  the  sales  and  the  credit  departments.  But  it  has 
certain  features  which  require  special  consideration. 

An  argument  in  favor  of  having  the  export  sales  manager 
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pass  upon  foreign  credits  is  tlie  fact  that  he  knows  the  cus- 
tomers. Furthermore,  he  knows  foreign  trade  practices  and 
markets,  and  can  set  the  buyers  in  their  proper  background. 
Since  foreign  credit  practices  differ  considerably  from  domes- 
tic, the  domestic  credit  manager  is  under  a  handicap.  His 
services  can  best  be  utilized,  it  is  claimed,  as  adviser  on  for- 
eign credits,  rather  than  if  he  were  placed  in  charge  of  them. 
Particularly  is  this  urged  if  the  export  manager  is  located 
at  the  seaboard,  while  the  credit  manager  is  at  the  factory 
inland. 

On  the  other  hand  it  is  claimed  that  the  domestic  credit 
manager  should  have  jurisdiction  over  foreign  credits  because 
credit  work  is  distinct  in  training  and  point  of  view  from 
selling.  The  export  manager  can  best  devote  his  time  to 
building  sales,  while  the  credit  department  possesses  the  nec- 
essary machinery  for  assembling  credit  information.  All  in 
all,  the  latter  procedure  is  to  be  favored.  It  is  true  that 
the  volume  of  export  business  done  by  many  concerns  does 
not  permit  a  separate  foreign  credit  organization,  but  some 
one  individual  in  the  credit  department  should  be  well  versed 
in  the  special  problems  arising  in  foreign  risks. 

A  second  problem  is  the  necessity  for  assembling  data 
rapidly,  so  as  to  be  prepared  to  pass  promptly  upon  appli- 
cations for  credit.  Since  the  number  of  potential  customers 
is  limited,  survey  of  a  list  of  prospects  would  be  simpler 
than  in  the  domestic  field,  yet  investigation  before  solicitation 
is  rare.  Through  use  of  a  well-constructed  private  code,  the 
agent  or  salesman  can  cable  at  moderate  expense  an  order 
from  a  new  customer,  together  with  basic  credit  data.  Again, 
when  a  request  for  prices  and  terms  is  received,  inquiries 
can  at  once  be  made ;  if  the  order  is  received  by  the  next  mail, 
the  same  steamer  will  carry  credit  data  from  local  sources. 

The  credit  department  must  prepare  drafts  and  assemble 
the  documents  and  keep  a  file  of  drafts  and  their  disposition. 
The  general  credit  folder  will,  of  course,  contain  somewhat 
different  classes  of  information,  derived  from  the  sources 
sketched  earlier  in  the  chapter.  It  is  essential  that  no  mis- 
understanding occur,  either  between  the  exporter  and  his 
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customer  or  between  the  exporter  and  his  bank.  Terms  must 
be  clear  to  the  former,  instructions  as  to  handling  of  docu- 
ments, advice  in  event  of  nonpayment,  etc.,  to  the  latter. 
This  requires  knowledge  of  the  trade  customs  of  the  country 
in  question.  The  determination  of  the  amount  of  the  credit 
to  be  extended  is  a  far  more  difScult  task  than  in  domestic 
trade,  but  losses  average  only  from  %  to  %  of  one  per  cent.^" 

Foreign  Credit  Insurance 

The  expansion  of  American  exports  during  and  imme- 
diately after  the  War  brought  the  American  exporter  face 
to  face  with  a  credit  problem.  Economic  disturbance  and 
careless  credit  granting  led  to  considerable  losses,  which 
reached  a  culmination  in  the  aftermath  of  the  crisis  of 
1920.  During  the  War,  some  business  men  had  suggested 
a  plan  of  credit  insurance  to  protect  the  exporter,  and  the 
Illinois  Manufacturers  Association  and  the  National  Foreign 
Trade  Council  had  displayed  interest  in  the  proposal.  From 
contributions  made  from  those  interested,  a  substantial  fund 
was  raised  to  study  the  technical  phases  and  collect  the  nec- 
essary data  on  which  to  base  rates.  The  American  Manu- 
facturers Foreign  Credit  Insurance  Exchange  was  formed 
in  1919  and,  through  the  American  Foreign  Credit  Under- 
writers, Inc.,  began  insuring  export  credits  in  January,  1921. 
The  Exchange  is  now  composed  of  some  1,000  members,  and 
has  already  paid  over  $2,000,000  in  losses. 

In  1922,  the  Associated  Exporters  Foreign  Credit  Guar- 
antee Exchange  was  organized  in  New  York  to  write  insur- 
ance on  a  broader  basis.  It  proposed  to  guarantee  the 
integrity  of  the  sales  contract,  assuming  risk  of  repudiation 
of  the  contract  and  rejection  of  the  goods,  and  it  also  agreed 
to  cover  insolvency  losses.  Claiming  that  the  insurance  would 
have  to  be  written  on  a  much  larger  scale,  it  ceased  operations 
after  some  months,  and  subsequent  efforts  to  provide  such  a 
basis  and  revive  it  were  unsuccessful.    About  the  same  time, 

10  E.  B.  Filsinger,  "Is  Credit  Necessary  in  Export  Trade?"  Address 
at  the  13th  National  Foreign  Trade  Convention,  1926.  An  Ohio  State 
University  study  reported  that  of  337  Ohio  exporters,  62  per  cent 
showed  a  lower  percentage  of  loss  on  foreign  sales  in  1928. 
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there  also  appeared  in  the  American  market  insurance  cer- 
tificates "for  the  account  of  London  underwriters,"  which 
covered  not  over  75  per  cent  of  the  ultimate  net  loss  sus- 
tained through  insolvency  on  accepted  bills  of  exchange  alone. 
It  is  understood  that  more  recently  some  middle  western 
brokers  have  been  writing  credit  insurance  on  export  ship- 
ments in  British  companies. 

During  the  post-war  years,  foreign  countries  have  largely 
interested  themselves  in  governmental  plans  to  provide  credit 
insurance  both  in  domestic  and  in  export  trade.^^  Due  to 
differences  in  credit  systems,  the  technic  differs  in  various 
respects  from  that  found  in  the  United  States.  These  plans 
are  in  addition  to  the  facilities  already  provided  by  private 
organizations,  such  as  the  Hermes  Credit  Insurance  Bank 
Company  in  Germany,  and  the  Trade  Indemnity  Company, 
Ltd.,  in  London  (founded  in  1918,  which  acquired  an  earlier 
company  already  organized  in  1894). 

Methods 

Due  to  the  fact  that  the  American  Manufacturers  Foreign 
Credit  Insurance  Exchange  alone  writes  foreign  credit  insur- 
ance in  the  United  States,  the  following  discussion  is  based 
solely  upon  the  methods  it  employs.  Minor  features  are 
omitted.  The  Exchange  is  a  reciprocal  mutual  organization, 
which  is  governed  by  a  board  of  not  less  than  seven  trustees 
elected  annually  by  the  members  (who  pay  a  fee  of  $250  per 
year).  It  operates  through  the  American  Foreign  Credit 
Underwriters,  Inc.,  which  acts  as  attorney  in  fact  and  man- 
ager. It  is  a  cooperative  organization,  designed  primarily 
to  write  credit  insurance,  and  its  credit  information  service 
is  collateral.  Through  closer  regulation  of  the  attorney  and 
grant  of  greater  power  to  the  trustees,  it  attempts  to  avoid 
the  objections  often  raised  to  the  reciprocal  form.^^     The 

11 A  number  of  short  treatises  and  dissertations  in  French  and 
German  have  been  prepared  during  the  last  decade. 

12  An  objection  which  remains  is  the  fact  that  members  are  liable  to 
an  additional  assessment  equal  to  100  per  cent  of  their  yearly  premium, 
if  necessary.  But  assessment  has  never  been  necessary;  the  Exchange 
reinsures  its  risks,  and  is  constantly  improving  its  underwriting  be- 
cause of  the  more  complete  data  which  it  is  accumulating. 
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organization  reinsures  with  certain  other  American  insurance 
companies. 

Insurance  is  effected  under  a  master  policy,  under  which 
insurance  certificates  are  issued  from  time  to  time  as  indi- 
vidual risks  presented  by  the  member  are  accepted  and 
premiums  paid  therefor.  Insurance  to  100  per  cent  of  the 
risk  is  granted  only  in  cases  where  the  member  submits  his 
entire  credit  shipments  for  insurance/^  but  coinsurance  is 
required  where  the  member  selects  the  shipments  he  will 
submit.  Eighty  per  cent  of  the  risk  is  covered  where  the 
member  agrees  to  submit  an  approved  proportion  of  his  total 
credit  shipments,  while  other  members  who  do  not  agree 
to  offer  all  or  any  certain  part  of  their  business  are  able  to 
secure  coverage  on  only  75  per  cent  of  the  risk.  The  premium, 
shown  in  a  table,  depends  upon  the  following  factors: 

1.  The  country  where  the  buyer  resides,  classified  in  one  of  four 
groups  according  to  desirability. 

2.  The  credit  symbol  of  the  buyer,  indicating  his  desirabiUty 
from  a  credit  standpoint. 

3.  The  length  of  time  involved  and  the  form  of  the  credit. 

Thus  a  buyer  rated  B,  located  in  Dublin,  sold  on  30  day 
terms,  would  call  for  1|  per  cent,  or  $1.25  per  $100  if  sold 
on  a  draft  basis;  and  1^  per  cent,  or  $1.50  per  $100  if  sold 
on  open  account.  This  represents  coverage  for  60  days  (to 
allow  for  transit  time,  as  well  as  credit  period),  for  a  country 
in  Group  I.  The  regular  rates  on  Group  I  countries  range 
from  %  of  one  per  cent  for  one  month's  coverage  on  an 
AA  buyer  to  2f  per  cent  for  6  months'  coverage  on  a  C 
buyer.  Renewal  of  the  credit  for  an  additional  30  days,  after 
one  free  period,  calls  for  %  of  one  per  cent  additional,  up 
to  5  paid  renewals,  after  which  the  shipment  remains  cov- 
ered without  further  charge.  During  the  last  3  years,  how- 
ever, a  flat  rate  plan  has  been  developed,  under  which  a 
member  who  submits  shipments  of  $250,000  per  annum  is 
charged  a  definite  fiat  rate  on  each  insured  shipment  based 

13  He  is  permitted  to  ship  any  buyer  at  his  own  risk  in  case  the 
Exchange  declines  to  insure  that  shipment. 
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on  5  years'  record,  instead  of  facing  an  uncertain  premium 
charge  based  upon  the  individual  shipments  accepted.  He 
is,  however,  required  to  carry  coinsurance. 

Protection  is  afforded  against  both  insolvency  in  the  strict 
sense  and  uncollectibility  of  accounts  at  law.  The  member 
is  indemnified  where  it  is  determined  that  a  judgment  against 
the  debtor  would  bring  no  results  because  of  the  debtor's 
lack  of  financial  ability  to  satisfy  it.  But  losses  due  solely 
to  trade  disputes  with  and  rejections  by  solvent  debtors  are 
covered  only  in  the  sense  that,  in  event  of  such  difSculties, 
the  member  may  sue  the  debtor  and  obtain  a  judgment ;  and 
the  insurance  company  will  protect  the  member  against  the 
uncollectibility  of  this  judgment.  A  moratorium  declared  by 
a  foreign  government  which  permits  the  debtor  to  suspend 
payment,  suspends  the  insurance,  but  does  not  release  the 
Exchange.  Losses  are  payable  by  the  Exchange  within  90 
days  after  proof  of  loss  is  received. 

The  Underwriters  have  built  up  elaborate  credit  files. 
These  include  the  trade  experience  and  other  information 
given  by  members  on  the  foreign  debtor  (given  when  submit- 
ting a  shipment,  and  upon  request),  reports  from  foreign 
banks  and  New  York  City  and  other  American  institutions, 
reports  from  its  local  representatives  abroad  and  from  mer- 
cantile agencies  there,  and  fltaaneial  statements  and  other 
data  obtained  direct  from  foreign  importers.  For  each  mem- 
ber, a  record  is  kept,  showing  accounts  submitted,  as  well 
as  a  "credit  ledger"  card  for  each  buyer,  showing  both 
shipments  insured  and  payment  experience  thereon  as  it 
develops.^*  The  credit  files  are  used  solely  to  rate  buyers, 
except  to  indicate  a  basis  in  opening  sales  contracts  and 
reasons  when  insurance  is  declined.  The  Exchange  publishes 
an  annual  Market  Guide  for  Latin  America,  which  lists  geo- 
graphically some  53,000  buyers  and  sales  agents,  with  their 
addresses,  the  commodities  they  handle,  and  their  ratings. 
The  ratings  range  from  A  to  D,  with  X  given  where  infor- 
mation is  insufficient  or  conflicting,  and  XX  where  it  is  bad. 

14  The  member  is  required  to  report  promptly  all  payments  received 
on  insured  accounts. 
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Services  other  than  credit  insurance  rendered  by  the  Ex- 
change are  as  follows : 

1.  Eatings  on  foreign  buyers.  The  American  exporter  may  sub- 
mit a  request  for  a  rating,  instead  of  a  request  for  insurance. 
Advice  is  given  of  rating  changes  to  those  known  to  be  inter- 
ested. This  protective  service  prevents  sales  which  would  result 
in  loss. 

2.  Sales  contacts.  The  Exchange  puts  its  members  in  com- 
munication with  reliable  selling  agents  abroad. 

3.  Advice  on  terms,  draft  procedure,  credit  limits,  etc. 

4.  Collection  of  accounts,  prior  to  institution  of  legal  proceed- 
ings. Services  of  the  legal  department  and  its  foreign  corre- 
spondents are  also  available  at  preferred  rates. 

5.  Advice  on  foreign  law,  trade  marks,  taxes,  etc.,  and  prep- 
aration of  legal  documents  thereunder. 

6.  Market  surveys,  trade  opportunities,  merchandising  programs, 
agency  connections,  and  customs  regulations. 

Services 

The  service  of  foreign  credit  insurance  is  on  a  different 
basis  from  that  of  domestic  credit  insurance,  due  to  the  dif- 
ferent technic  employed.  For  example,  foreign  credit  insur- 
ance in  the  United  States  involves  specific  account  insurance, 
and  eliminates  the  normal  loss  doctrine.  The  special  features 
of  foreign  credit  insurance  alone  will  be  considered  here. 

The  chief  objections,  other  than  to  the  reciprocal  mutual 
form,  center  around  the  cost  and  the  limited  coverage  or 
protection  afforded.  The  task  of  insuring  against  credit  losses 
over  a  wide  area,  instead  of  a  single  country,  is  a  huge  one. 
This  means  an  elaborate  and  costly  organization,  both  at 
home  and  abroad,  for  gathering  data  and  keeping  it  up  to 
date,  and  it  entails  the  necessity  of  setting  a  premium  which 
allows  sufficient  margin  for  the  error  involved.  The  risk 
is  the  entire  risk,  perhaps  less  coinsurance,  and  not  less  the 
normal  loss — a  fact  which  makes  the  premium  greater.  While 
the  premium  is  passed  on  to  the  foreign  buyer  with  his 
approval  in  some  cases,  in  others  it  cannot  be.  The  Exchange 
points  out  that,  as  a  mutual  organization,  any  surplus  it 
accumulates  out  of  excess  premiums  collected,  after  providing 
for  management  expense  and  actual  losses,  will  be  returned 
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to  its  members,  and  lower  insurance  rates  will  be  provided. 

Protection  is  provided  against  actual  insolvency  and  uncol- 
leetibility  at  law  as  defined  in  the  policy.  The  credit  man 
feels  that  this  is  too  narrow,  and  longs  for  the  mere  past- 
due  provision  found  on  domestic  accounts.  Losses,  he  claims, 
are  as  likely  to  occur  from  the  causes  not  covered  as  from 
those  covered.  The  difficulty  of  providing  the  broader  pro- 
tection at  a  distance,  with  consequent  expense,  can  readily 
be  appreciated.  Perhaps  it  would  be  practicable  with  local 
insurance  companies,  confined  to  a  single  country  or  group 
of  countries,  wherein  buyers  reside.  But,  in  such  cases, 
use  of  the  normal  loss  principle  is  favored  by  insurance 
companies,  and  difficulties  arise  where  the  seller  has  business 
relations  with  a  number  of  countries. 

It  is  a  fact  that  foreign  credit  insurance  to-day  has  made 
no  more  headway  in  the  United  States  than  has  domestic 
credit  insurance.  A  recent  study  showed  that,  out  of  110 
firms  reporting  credit  losses  in  foreign  trade,  only  about  10 
per  cent  carried  a  credit  insurance.^^  Its  advantages  to  direct 
exporters  are  manifestly  greater  than  to  indirect  exporters, 
who  rely  upon  commission  houses,  export  merchants,  or  manu- 
facturers'  agents  to  provide  foreign  outlets  for  their  mer- 
chandise. The  direct  exporter  has  no  such  middleman  who, 
in  effect,  guarantees  his  transactions.  The  credit  men  who 
oppose  this  form  of  insurance  doubt  the  practicability  of 
providing  an  adequate  mechanism  to  give  sufficient  coverage 
at  reasonable  expense,  and  prefer  self-insurance.  They  also 
believe  there  is  a  tendency  to  substitute  the  ratings  for  direct 
assembly  of  credit  information  by  the  seller,  hence  delegation 
of  control  over  his  credits  to  an  outside  organization. 

Selected  References 

Beokman,  T.  N. — Credits  and  Collections  in  Theory  and  Practice 
(2nd  ed.,  New  York,  McGraw-Hill,  1930),  Chap.  XIX. 

Edwards,  G.  W. — International  Trade  Finance  (New  York,  Holt, 
1924),  Chaps.  VII-X,  XII. 

15  E.  Van  Cleef,  Credit  Losses  in  Foreign  Trade  (Bureau  of  Busi- 
ness Research,  Ohio  State  University,  1929). 


510  CEEDIT  AND  ITS  USES 

Eldeitge,  F.  R. — Financing  Export  Shipments  (New  York,  Harper, 

1930). 
Ettingeb,  R.  p.,  and  Golieb,  D.  E. — Credits  and  Collections  (rev. 

ed.,  New  York,  Prentice-Hall,  1926),  Chaps.  XXX,  XXXI. 
HuEBNEE,  Q.  Gr.,  and  Kramer,  R.  L. — Foreign  Trade  Principles  and 

Practices   (New  York,  Appleton,  1930),   Chaps.  XXV-XXIX, 

Appendix  III. 
LoMAN,   H.   J. — The  Insurance  of  Foreign    Credits    (New   York, 

Prentice-Hall,  1924). 
McAdow,   F.   H. — Mercantile   Credits    (New  York,  Ronald  Press, 

1922),  Chap.  XVI. 
Poole,  G.  C. — Export  Credits  and  Collections  (New  York,  Prentice- 
Hall,  1923). 
Rosenthal,  M.  S. — Technical  Procedure  in  Importing  and  Export- 
ing  (New  York,  McGraw-Hill,  1922),    Chaps   XXII,   XXIII, 

XXV. 
Snider,   G.  E.,  Maule,   W.   M.,   and   MacElwee,   R.    S. — "Paper 

Work  in  Export  Trade    (Document   Technique),"   Bureau   of 

Foreign  and  Domestic  Commerce,  Misc.     Series  No.  85  (1920), 

Chap.  XI,  pp.  18-19. 
ToSDAL,  H.  R. — Problems  in  Export  Sales  Management   (Chicago, 

Shaw,  1922),  Chap  X. 
Wolfe,  A.   J. — Theory   and  Practice   of   International   Commerce 

(New  York,  International  Book  Publishing  Company,  1919), 

Chaps.  XIV-XVII. 
Wtman,    W. — Export   Merchandising    (New   York,    McGraw-Hill, 

1922),  Chaps.  XXXI-XXXIV. 


CHAPTER  XXII 

COLLECTIONS 

One  more  phase  of  the  credit  process  remains  for  discussion. 
After  being  measured  and  accepted,  the  credit  risk  must  be 
watched  until  the  credit  is  finally  redeemed.  The  credit  man 
must  be  prepared  to  take  active  steps,  if  necessary,  to  force 
such  redemption.  The  collection  process  he  undertakes  ranges 
from  a  simple  request  for  payment  to  liquidation  of  the 
debtor  concern  through  bankruptcy  proceedings  or  in  other 
ways.  This  chapter  and  those  succeeding  will  discuss  the 
various  problems  he  faces  in  the  collection  process  and  the 
methods  he  employs. 

The  Collection  Problem 

Good  or  constructive  collecting  involves  far  more  than 
merely  getting  the  money.  Not  only  should  the  debt  be  col- 
lected, but  it  should  be  collected  promptly,  and  without  loss 
of  the  customer's  good  will.  Of  these  three  objectives,  prompt- 
ness is  ordinarily  sacrificed  to  good  will,  which  has  great 
value,  and  ultimately,  good  will  is  sacrificed  to  the  principal 
objective,  namely,  to  obtain  payment.  Skill  and  tact  are 
required  in  order  to  realize  these  objectives  in  fullest  degree, 
without  being  so  lenient  as  to  encourage  delinquency  or  so 
harsh  as  to  drive  customers  away.  In  the  words  of  one 
authority:  ^  "It  is  no  easy  task  to  maintain  so  nice  a  balance 
as  to  result  in  the  collection  of  the  largest  number  of  ac- 
counts with  the  greatest  degree  of  promptness  and  at  the 
same  time  lose  the  fewest  possible  number  of  customers." 

Some  writers  draw  an  analogy  between  selling  and  collect- 
ing. They  analyze  the  steps  in  the  sale — arousing  of  in- 
terest, creation  of  desire,  and  securing  of  action — and  find 
parallel  steps  in  the  collection  process.    Again,  the  collection 

1  A.  F.  Chapin,  Credit  and  Collection  Principles  and  Practice  (New 
York,  1929),  p.  339. 
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process  itself  involves  "selling"  the  customer  the  idea  of 
credit  effectively  and  forcefully  by  proper  habit  forming, 
emphasizing  the  profitableness  of  taking  cash  discounts  and 
the  desirability  of  good  credit  standing;  these  failing,  a  "fear 
appeal"  is  employed  if  necessary.  These  writers  regard  the 
collection  process  as,  in  effect,  a  resale  of  the  article  involved 
— a  reawakening  of  the  state  of  mind  under  which  the  sale 
was  made.  And  they  call  attention  to  the  fact  that  the  busi- 
ness comes  much  more  largely,  more  easily,  and  more  cheaply 
from  customers  already  on  the  books,  than  from  new  cus- 
tomers. Hence  the  collection  process  is,  in  a  sense,  prepara- 
tion for  the  next  sale,  and  may  be  regarded  as  preparatory 
to,  if  not  the  first  step  in,  the  sales  process. 

The  relative  importance  of  the  collection  problem  as  con- 
trasted with  the  credit  problem  varies  with  the  industry  in 
question,  and  with  the  particular  concern  in  the  industry. 
Some  concerns  confine  sales  to  customers  of  high  credit  stand- 
ing. They  investigate  thoroughly  and  appraise  carefully, 
discarding  all  inferior  risks.  Their  collection  problem  is 
slight.  At  the  other  extreme  stand  concerns  which  con- 
sciously accept,  sometimes  without  adequate  investigation, 
accounts  involving  considerable  risk.  Either  they  rely  upon 
the  general  law  of  averages  to  keep  losses  down,  or  else  they 
feel  that  profits  are  sufficiently  large  to  warrant  accepting 
such  risks.  In  either  case,  they  must  expect  to  face  a  collec- 
tion problem  of  large  proportions.  In  fact,  in  some  cases 
their  credit  work  may  be  negligible,  and  the  entire  emphasis 
placed  upon  collections.  Between  these  extremes  are  concerns 
whose  policies  vary  widely. 

The  different  policies  just  cited  make  out  a  strong  case 
for  joining  the  collection  work  with  the  credit  work  under 
the  supervision  of  the  credit  manager.  Most  business  houses, 
in  fact,  do  so.  Each  phase  requires  the  records  of  the  other : 
the  credit  man  has  the  greatest  possible  interest  in  effecting 
collections,  in  order  that  losses  may  not  be  charged  against 
him.  He  has  had  to  analyze  the  customer  in  the  original 
credit  extension  and  become  acquainted  with  him.  So,  if  he 
is  prudent,  the  credit  man  will  keep  the  question  of  coUec- 
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tions  constantly  before  him  from  the  time  when  he  first  con- 
siders an  account  and  will  not  lose  sight  of  the  fact  that  a 
good  credit  must  involve  satisfactory  collections.  It  should 
be  mentioned,  however,  that  many  concerns  have  a  collection 
department  separate  from  the  credit  department,  with  its  own 
collection  manager,  who  is  directly  responsible  to  the  comp- 
troller or  treasurer. 

Importance  of  Collections 

To  the  creditor,  an  effective  collection  policy  is  of  the  ut- 
most importance.  This  is  true  for  several  reasons.  The 
smaller  the  amount  of  capital  required  to  do  a  given  volume 
of  business,  the  greater  the  profit  to  the  concern.  Capital 
tied  up  in  accounts  receivable  beyond  their  due  date  is  not 
only  unavailable  for  business  purposes,  but  actually  entails 
expense  to  retrieve  it  for  use  in  the  business.  The  more  rapid 
the  collection  turnover  (as  shown  by  dividing  annual  sales 
by  average  receivables),  the  better  for  the  concern,  since  it 
releases  a  corresponding  amount  of  capital  for  use  in  the 
business.  This  capital  it  may  require  to  meet  its  own  pur- 
chases, since  there  is  a  general  tendency  to  shorten  terms  of 
sale.  It  may  take  cash  discounts  or  pay  promptly,  and  main- 
tain its  credit  standing,  and  at  the  same  time  avoid  unneces- 
sary bank  borrowing,  or  even  financial  embarrassment. 
Broadly  viewed,  shorter  terms  and  closer  collections  mean 
greater  liquidity  for  the  business  as  a  whole. 

In  the  second  place,  a  close  collection  policy  keeps  the 
debtor's  affairs  in  a  more  liquid  condition.  A  customer  who 
has  always  bought  up  to  his  limit  and  is  slow  in  his  accounts, 
will  not  be  in  position  to  buy  until  he  pays.  "Were  the  creditor 
willing  to  accept  further  orders,  despite  the  delinquency,  the 
fact  remains  that  the  buyer  often  avoids  a  house  where  his 
account  is  overdue  and  places  his  orders  elsewhere.  Thus  the 
effect  of  a  lenient  policy  is  to  reduce  sales  for  houses  which 
permit  debtors  to  carry  large  overdue  accounts,  and  to  in- 
crease sales  of  concerns  which  employ  more  drastic  collection 
methods. 

Finally,  the  debtor  soon  learns  to  distinguish  between  sell- 
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ing  houses.  He  will  pay  the  concern  that  watches  his  account 
closely  and  insists  on  prompt  payment,  while  he  lets  the  lenient 
concern  wait.  Customers  should  be  trained  to  pay  promptly. 
By  so  doing,  bookkeeping  will  be  reduced,  as  well  as  the  num- 
ber of  overdue  accounts  for  the  collection  department  to 
handle.  The  more  efficient  collection  department  has,  on  the 
whole,  less  work  to  perform  than  the  less  efficient  one.  More- 
over, the  shorter  the  age  of  accounts,  the  smaller  the  bad  debt 
loss.  Not  only  does  the  house  insisting  on  strict  observance  of 
terms  reduce  its  collection  expense,  but  it  also  commands  the 
respect  and  obtains  the  confidence  of  its  customers. 

Reasons  for  Slow  Payment 

In  order  to  plan  his  collection  efforts  effectively,  the  collec- 
tor must  pay  due  attention  to  the  explanations  given  by 
debtors  of  their  inability  to  pay  at  the  agreed  time.  The 
usual  excuses  include  poor  collections,  unseasonable  weather, 
business  below  expectation,  or  misfortune.  The  underlying 
reasons  may,  however,  differ  quite  radically  from  the  excuse 
given,  but  the  experienced  collector  will  soon  learn  to  dif- 
ferentiate. He  will  verify  the  explanation  and,  seeking  out 
the  fundamental  cause,  will  make  his  plans  accordingly. 

The  principal  reasons  for  slow  payment  may  be  stated  as 
follows : 

1.  Most  important  is  the  lack  of  thorough  understanding 
of  the  terms.  Terms  are  stated  upon  both  order  blank  and 
invoice,  and  the  buyer  should  understand  that  they  are  as 
much  a  part  of  the  contract  as  is  the  price.  He  should  not 
ignore  terms  when  discussing  the  goods  and  their  price,  and ' 
the  salesman  should  give  him  to  understand  that  terms  may 
not  be  treated  lightly  and  that  infringement  is  regarded  seri- 
ously. Terms  should  be  understood  thoroughly  and  all  doubt 
eliminated  when  the  order  is  taken.  Concessions  which  may 
be  necessary  to  meet  the  buyer's  needs  should  be  discussed  at 
that  time,  and  arrived  at  by  mutual  agreement  between  buyer 
and  seller.^ 

2  Chapin,  op.  ait.,  p.  345,  points  out  that  the  difficulty  experienced  in 
collecting  arises  in  considerable  measure  from  the  prevailing  practice 
of  adopting  fixed  terms   and  then   accepting   orders   from   those  who 
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2.  A  common  reason  is  inadequate  working  capital  for  the 
volume  of  business  conducted.  Many  start  in  business  with 
insufficient  capital,  and  attempt  too  large  a  business  for  the 
capital  at  hand.  The  result  is  too  great  reliance  upon  capital 
supplied  by  creditors,  and  frequent  shortage  of  funds.  The 
debtor's  financial  statement  should  clearly  disclose  the  in- 
ability of  such  a  customer  to  pay  according  to  the  stated 
terms.  With  proper  credit  work  at  the  time  the  account  is 
accepted,  most  of  the  cases  of  this  type  of  slowness  could  be 
avoided. 

3.  Incompetence  in  management  may  manifest  itself  in 
several  ways.  Purchasing,  marketing,  or  poor  supervision 
of  credits  may  be  cited.  Or,  it  may  relate  to  financial  con- 
trol, so  that  obligations  are  simply  neglected,  or  inadequate 
provision  made  to  meet  them.^  The  debtor  should  realize  the 
importance  of  maintaining  his  credit  standing,  and  the  part 
that  a  well-planned  financing  program  may  play  therein. 

4.  Large  concerns  often  urge  that  their  office  systems  delay 
the  approval  of  invoices  and  the  drawing  of  checks.  This  is 
especially  frequent  with  cash  discount  terms. 

5.  More  difficult  to  deal  with  than  incompetence  or  indif- 
ference is  willful  neglect.  Regardless  of  the  terms  originally 
granted,  this  group  intends  to  get  more  than  they  bargained 
for.  They  intend  to  use  the  creditor's  funds  for  their  own 
purposes.  The  remedy  lies  in  having  a  clear  understanding 
in  regard  to  terms,  and  then,  if  payments  are  still  delayed, 
to  deny  credit  on  further  transactions.  This  may  be  preceded 
by  a  process  of  education,  or  harsh  collection  measures  may 
immediately  be  adopted. 

6.  In  addition  to  the  reasons  just  cited,  which  arise  largely 
with  the  debtor  himself,  there  are  external  circumstances  over 
which  he  has  no  control,  such  as  illness,  death,  fire,  or  flood. 
These  often  merit  consideration  and  sympathetic  treatment, 
for  business  as  well  as  humanitarian  reasons,  and  each  case 
should  be  treated  on  its  merits.    "When  the  customer  is  worthy, 

cannot  meet  the  terms,  so  that  creditors  are  placed  in  the  position  of 
merely  competing  with  each  other  for  the  insufficient  amount  of  money 
which  the  debtor  has. 

3  Small  accounts  often  may  be  neglected. 
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aid  should  be  given  him;  this,  in  turn,  insures  the  customer's 
friendly  attitude  toward  the  house. 

Classes  of  Debtors 

Debtors  are  frequently  divided  into  three  general  classes, 
consisting  of  good  risks,  risks  "good  but  slow,"  and  bad 
risks.  In  the  event  of  delinquency,  each  requires  somewhat 
different  treatment.  Classifying  the  debtor  as  belonging  to 
one  of  the  three  groups,  and  ascertaining  the  reason  for  de- 
linquency along  the  lines  indicated  in  the  preceding  section, 
the  complete  basis  is  laid  for  planning  the  collection  effort, 
when  consideration  is  also  given  to  the  annual  volume  of  busi- 
ness and  the  record  of  past  experience  in  meeting  payments. 

Good  risks  pay  promptly.  They  either  discount  their  bills 
or  pay  them  at  maturity.  They  must  be  treated  with  the 
utmost  mildness  and  courtesy  by  the  collector,  since  customers 
in  this  class  are  often  highly  sensitive  when  their  credit  repu- 
tation is  involved.  It  is  only  necessary  to  bring  the  account 
to  the  customer's  attention.  Care  must  be  taken  to  avoid 
the  imputation  of  bad  faith  or  lack  of  ability  to  pay,  since 
otherwise  the  customer's  good  will  and  patronage  wiU  be  lost. 

"Good  but  slow"  risks  have  no  dishonest  intentions.  They 
are  entirely  willing  to  pay,  but  postpone  doing  so,  either  be- 
cause of  carelessness  or  because  of  inability,  arising  perhaps 
from  attempting  too  large  a  business  for  their  capital  invest- 
ment. They  constitute  the  largest  percentage  of  a  retail 
store 's  accounts,  while  they  form  the  large  body  of  small  mer- 
chants over  whom  credit  managers  watch.  Many  of  them 
may,  in  time,  be  educated  into  first  class  risks.  At  the  same 
time,  as  a  class  they  are  less  sensitive  than  the  first  group, 
and  may  have  become  somewhat  hardened  to  the  collection 
appeal.  Thus  greater  vigor  and  insistence  must  be  employed. 
But  careful  attention  must  be  given  to  the  individual  case, 
in  the  effort  to  "build  it  up"  into  the  preferred  category  or 
rehabilitate  it  if  it  represents  an  old  account  "going  to 
seed."* 

Undesirable  risks  include  both  the  dishonest  and  the  un- 

i  Much  light  is  often  shed  by  an  interchange  report  on  the  totality  of 
a  concern's  experience  with  its  merchandise  creditors. 
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fortunate.  The  former  could  pay  if  they  would,  the  latter 
would  pay  if  they  could.  These  customers  come  on  the  books,- 
either  through  mistake  in  passing  the  credit,  when  they  were 
considered  as  belonging  to  the  good  but  slow  group,  or  because 
of  subsequent  misfortune  while  a  credit  was  outstanding.  As 
soon  as  possible  in  the  collection  procedure,  it  should  be  de- 
termined whether  the  risk  is  really  undesirable,  and  whether 
this  is  caused  by  unwillingness  to  pay  or  by  inability  to  pay. 
For  the  former,  the  shortest  and  quickest  method  of  collec- 
tion is  desirable,  drastic  methods  being  employed  as  soon  as 
their  unworthiness  is  ascertained.  For  the  latter,  such  re- 
medial or  protective  measures  as  are  adapted  to  the  situation 
will  be  chosen.  The  debtor  may  be  chronically  slow  and  re- 
quire a  process  of  education,  with  coaxing  and  threatening 
included ;  he  may  be  temporarily  embarrassed,  and  need  to  be 
assisted  in  every  reasonable  way,  being  regarded  as  "good 
but  slow" ;  or  he  may  be  verging  on  insolvency,  if  not  actually 
insolvent,  and  hence  require  prompt  and  drastic  measures  to 
be  taken.  For  example,  if  the  customer  has  the  confidence 
of  the  trade,  small  additional  supplies  of  merchandise  may 
well  be  furnished  on  credit,  but  if  he  is  going  backwards  and 
losing  the  confidence  of  the  trade,  it  should  be  remembered 
that  the  most  insistent  creditor  gets  payment  first  and  that 
failure  may  not  be  far  off.® 

Framing  a  Collection  Policy 

The  collection  policy  to  be  adopted  by  a  concern  depends 
upon  a  variety  of  factors.  Its  relation  to  the  credit  policy 
was  indicated  at  the  opening  of  the  chapter.  It  varies  with 
the  class  of  customers.  The  poorer  the  trade  sold,  the  harder 
the  collection  work  entailed,  and  the  less  satisfactory  the  re- 
sults. Again,  it  varies  with  the  competition  experienced.  It 
must  conform  to  the  customs  of  the  industry,  so  that  undue 
strictness  and  emphasis  upon  prompt  collections  is  possible 
only  where  the  concern  possesses  more  or  less  of  a  monopolis- 
tic position  in  its  field.    Most  concerns  must  conform,  not  only 

6  J.  H.  Picken,  Credit  and  Collection  Correspondence  (Chicago,  1928), 
p.  96,  presents  a  tabular  statement  of  the  several  classes  of  debtors 
and  appeals  appropriate  to  each. 


518  CREDIT  AND  ITS  USES 

to  the  customary  terms  of  sale  in  the  industry,  but  also  to 
the  payment  practices  prevailing. 

The  general  policy  adopted  must  be  sufSciently  flexible  in 
its  application  to  meet  the  needs  of  individual  debtors.  The 
different  classes  of  debtors  and  the  reasons  for  slow  payment 
must  be  distinguished.  The  several  devices  to  be  used  in  col- 
lection must  be  considered,  also  their  number  and  their  normal 
sequence,  as  well  as  the  frequency  of  their  use — ^i.e.,  the  inter- 
val elapsing  between  different  steps.  These  features  will 
naturally  be  applicable  to  the  kind  of  delinquent  in  question 
and  hence  to  the  kind  of  appeal  to  be  made.  Finally,  the 
internal  record  system  must  be  devised,  whereby  to  put  the 
policy  into  effect. 

There  are  a  number  of  well-recognized  stages  in  collection 
procedure,  as  follows: 

1.  Notification,  timed  to  arrive  when  the  account  falls  due. 

2.  Reminder,  which  brings  the  account  to  the  debtor's  attention 
by  means  of  statements  or  courteous  letters  that  assume  that  the 
account  has  merely  been  overlooked. 

3.  Discussion  or  persuasion,  which  seeks  to  learn  the  special 
reason  for  the  delay  and  overcome  the  resistance  resulting  there- 
from. This  stage  requires  most  thought  and  care  in  framing  the 
collection  efforts,  which  become  increasingly  insistent.  Unless  a 
settlement  is  reached,  threats  may  finally  be  substituted  for  the 
good  will  theme  previously  employed,  and  the  presumption  that 
the  debtor  intends  to  pay  may  be  abandoned. 

4.  Ultimatum,  which  informs  the  debtor  that  the  account  will 
not  be  permitted  to  run  longer  and  announces  the  intention  of 
resorting  to  radical  measures  in  the  event  that  payment  is  not  made 
immediately. 

5.  Compulsion  or  coercion,  in  which  the  account  is  placed  with 
an  attorney  or  collection  agency  or  suit  is  instituted  to  force  pay- 
ment. 

The  account  does  not  invariably  pass  through  all  five  stages. 
In  fact,  in  certain  cases  the  account  may  be  placed  for  col- 
lection without  any  discussion  whatsoever.  Otherwise,  the 
debtor  who  intends  to  delay  payment  as  long  as  possible,  and 
knows  he  can  do  so  until  force  is  threatened,  accomplishes  his 
purpose.  Again,  the  collection  attempt  may  be  abandoned 
after  the  fourth  stage,  since  it  is  felt  that  nothing  can  be 
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obtained  from  the  debtor.  It  must  be  borne  in  mind  that  the 
purpose  in  the  second  or  reminder  stage  is  merely  to  pull 
out  of  the  list  of  delinquents  those  who  are  really  good  pay, 
whereas  no  hope  is  held  of  collecting  from  the  other  two 
classes  of  risks.  With  successive  efforts,  the  discussion  stage 
will  gradually  sift  out  "good  but  slow"  risks  and  leave  only 
the  bad  ones  in  the  coUeetion  process. 

The  Collection  System 

The  most  efficient  collection  system  would  obviously  be  one 
that  would  afford  each  delinquent  account  individual  treat- 
ment by  some  one  thoroughly  acquainted  with  the  debtor  and 
the  reasons  underlying  his  delinquency.  At  the  same  time, 
this  would  be  utterly  impractical  ia  large  organizations  hav- 
ing thousands  of  accounts  with  multiplicity  of  detail.  They 
require  a  system — a  regular  method  of  procedure  whereby 
accounts  come  promptly  and  automatically  to  attention  in  the 
event  of  delinquency,  and  whereby  the  pressure  on  these  de- 
linquents is  increased  gradually  but  surely  until  payment  is 
received  or  until  a  climax  is  reached  in  the  use  of  forceful 
means  of  collection.  A  system,  which,  with  machinelike  regu- 
larity, "picks  up"  the  delinquent  promptly,  and  persists  until 
he  pays,  exercises  a  most  beneficial  influence  in  training  the 
customer  to  pay  promptly.  The  collector  forms  the  habit  of 
routine  persistency,  the  debtor  the  habit  of  "abiding  by 
terms. ' ' 

Thus  an  efficient  system  will  embody  prompt  action  and 
attention  at  regular  intervals.  It  will  manifestly  aid  the 
creditor  by  seeing  that  the  debtor  receives  his  statements 
promptly  and  regularly.  The  system  will  permit  assistants 
to  carry  on  much  of  the  routine  without  consulting  the  man- 
ager, in  accordance  with  a  set  method  of  following  up  ac- 
counts, sending  collection  notices  and  typing  letters  regard- 
ing the  initial  stages  of  collection.  The  manager,  on  his  part, 
will  be  left  free  to  consider  the  more  difficult  cases  and  the 
later  stages  of  procedure.  The  system  will  permit  sufficient 
flexibility  to  meet  different  conditions  as  they  arise,  and  take 
due  cognizance  of  the  different  reasons  and  degrees  of  de- 
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linquency,  the  personality,  record,  condition,  and  value  of 
future  business  from  the  debtor  in  question.  This  is  largely 
a  matter  of  intelligent  direction,  and  a  good  personnel,  com- 
bined with  a  well  functioning  system,  will  produce  maximum 
results. 

The  several  features  in  the  system  may  be  recapitulated  as 
follows : 

1.  When  an  account  falls  due,  that  fact  must  be  known 
at  a  definite  time  and  the  customer  notified.  This  requires 
regular  access  to  the  ledger  or  to  another  file  containing  in- 
formation. 

2.  If  not  paid  within  a  given  time,  further  steps  must  be 
taken  at  regular  intervals.  This  requires  an  effective  follow-up 
system. 

3.  The  sales  department  must  be  informed  systematically 
as  to  status  of  customers'  accounts. 

4.  The  collector  must  be  informed  of  all  payments,  so 
that  he  can  stop  the  collection  routine. 

5.  The  collector  must  be  informed  of  all  claims,  so  that  he 
will  not  press  for  payment  of  an  account  in  process  of  adjust- 
ment. 

No  one  follow-up  system  fits,  all  concerns.  It  must  take 
account  of  the  nature  and  number  of  accounts,  the  account- 
ing system,  and  the  office  layout.  In  the  light  of  such  facts, 
it  must  insure  adequate  attention  to  every  past  due  account, 
at  the  lowest  cost. 

The  Customers'  Ledger  Plan 

Where  accounts  are  comparatively  few  in  number,  and 
daily  action  upon  them  is  not  necessary,  the  credit  manager 
often  inspects  the  ledger  at  regular  intervals,  such  as  every 
week  or  two  weeks,  in  order  to  learn  the  exact  status  of  each 
account.  Appropriate  action  is  decided  upon  for  each  de- 
linquent account  and  a  notation  is  made  upon  the  ledger 
margin  to  that  effect.  The  account  then  rests  collection-wise 
until  the  next  regular  inspection  occurs.  There  are  two  ad- 
vantages of  the  plan:  it  enables  the  credit  manager  to  keep 
informed  of  the  progress  of  the  customers  by  reference  to  the 
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books,  and  its  simplicity  avoids  duplication  of  work  or  rec- 
ords. 

Other  than  in  small  concerns,  credit  men  think  that  the  dis- 
advantages of  the  plan  far  outweigh  the  advantages.  The 
credit  manager's  time  is  too  valuable  to  be  occupied  with 
frequent  inspection  of  all  the  accounts,  in  order  to  discover 
a  few  slow  ones,  and  the  burden  entailed  thereby  takes  him 
away  from  consideration  of  more  important  problems.  The 
result  is  a  tendency  to  neglect  the  duty,  pending  completion 
of  other  matters,  so  that  collection  work  is  conducted  at  ir- 
regular intervals  and  in  a  haphazard  manner.  No  allowance 
is  made  for  the  fact  that  certain  accounts  require  greater 
and  more  regular  attention  than  others.  In  consequence,  con- 
fusion results,  while  collections  generally  may  become  slower 
and  more  difficult.  Finally,  friction  may  develop  between  the 
collection  and  bookkeeping  departments  over  the  interrup- 
tions and  delay  to  the  work  of  the  latter  occasioned  by  use  of 
the  ledgers. 

The  Collection  Tickler,  Maturity  List,  and  Duplicate 
Invoice  Systems 

Several  other  plans  have  been  devised  as  substitutes  for  the 
customers'  ledger  plan.  The  collection  tickler  plan,  applied 
to  past  due  accounts,  may  be  outlined  as  follows.  The  ledger 
clerks  in  the  accounting  department  prepare  statements  of 
overdue  accounts  at  regular  intervals,  such  as  the  first,  tenth 
and  twentieth  of  each  month,  including  only  those  accounts 
which  have  matured  since  the  last  statement  date.  A  card 
is  prepared  for  each  delinquent  name  so  reported,  upon  which 
are  recorded  name,  address,  action  taken,  and  other  pertinent 
facts.  The  cards  are  placed  in  a  file  with  thirty-one  divisions, 
according  to  the  day  of  the  month  that  it  is  desired  to  review 
them.  When  all  the  cards  filed  under  a  given  day  have  had 
attention,  they  are  moved  forward  to  the  several  dates  under 
which  it  is  desired  to  have  them  again  considered.  Eemit- 
tances  are  either  credited  daily  to  the  individual  cards,  or 
else  the  cards  are  checked  at  the  opening  of  each  day  against 
the  customers'  ledger,  and  payments  noted.    The  advantage 
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of  the  plan  lies  in  the  fact  that  it  leaves  nothing  to  chance. 
Accounts  turn  up  automatically  and  overdue  accounts  are 
handled  at  regular  intervals  in  a  systematic  fashion. 

The  maturity  list  plan  is  somewhat  similar.  At  stated  in- 
tervals, the  ledger  clerks  prepare  lists  according  to  maturity 
dates  of  accounts  that  will  mature  between  the  present  and 
the  next  statement  date.  These  lists  may  be  placed  on  cards 
and  filed  in  a  daily  tickler  system.  Remittances  received  are 
checked  against  the  record,  perhaps  by  comparing  the  card 
with  the  ledger,  and  daily  lists  of  delinquencies  are  referred 
to  the  collection  department  for  action,  which  may  be  noted 
on  the  several  cards.  This  plan  entails  more  work  than  the 
previous  plan,  but  provides  more  prompt  notification  of  all 
delinquencies  to  the  collection  department. 

The  duplicate  invoice  plan  is  similar  to  the  maturity  list 
plan  operated  with  a  daily  tickler  card  system.  Where  in- 
voicing is  done  on  billing  machines,  an  extra  carbon  copy  of 
the  invoice,  for  use  as  a  collection  copy,  can  be  made  with 
but  little  additional  work.  These  invoices  are  filed  by  nia- 
turity  in  a  vertical  file,  bill  size,  equipped  with  cardboard 
division  cards  or  folders  numbered  from  one  to  thirty-one. 
Either  invoices  are  withdrawn  as  remittances  are  received,  or 
each  day  the  maturing  invoices  are  checked  against  the  ledger 
and  those  unpaid  are  referred  to  the  collection  department. 
The  action  taken,  perhaps  after  a  few  days  of  grace,  is  either 
recorded  upon  the  invoice  and  the  invoice  is  moved  forward 
in  the  file,  or  else  the  invoice  forms  the  basis  of  a  "follow-up'' 
letter  file.  Where  the  customer  makes  frequent  purchases, 
the  ledger  clerk  notes  the  amounts  and  dates  of  other  shortly 
maturing  invoices  upon  the  invoice  in  hand,  so  that  collection 
effort  may  embrace  the  group  of  invoices. 

Collection  Letter  "Follow-up"  Plans 

Follow  up  of  collection  correspondence  is  provided  in  the 
three  plans  described  in  the  preceding  section,  which  also 
provide  for  submitting  the  account  for  initial  consideration. 
Some  additional  methods  for  keeping  track  of  the  corre- 
spondence wUl  be  indicated. 
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The  base  of  the  file  on  a  name  may  consist  of  a  copy  of 
the  invoice,  statement,  or  first  collection  letter,  on  which  is 
noted  the  next  follow-up  date.  On  a  series  of  sheets,  headed 
by  the  working  days  of  the  month,  are  entered  the  names  of 
accounts,  with  corresponding  follow-up  dates.  The  sheet  for 
each  day  of  the  month  provides  the  collection  department  with 
a  list  of  accounts  to  be  reviewed  on  that  day.  The  corre- 
spondence, filed  alphabetically,  either  in  the  general  file  or 
in  a  special  collection  file,  is  drawn  as  the  day  arrives.  The 
accounts  are  investigated,  the  action  required  decided,  new 
follow-up  dates  set,  and  filing  procedure  repeated. 

Instead  of  preparing  sheets  of  dates,  all  names  may  be 
listed  alphabetically,  with  the  appropriate  follow-up  date  set 
opposite  each  name.  Correspondence  is  then  filed  under  the 
follow-up  date  in  a  special  file  having  numerical  divisions 
running  from  one  to  thirty-one.  This  method  puts  all  cor- 
respondence to  be  acted  on  at  one  time  in  a  single  division 
from  which  it  only  has  to  be  lifted  out  when  ready  to  work 
with  it.  On  the  other  hand,  if  it  is  necessary  to  work  with 
much  correspondence  prior  to  the  follow-up  date,  it  is  more 
cumbersome,  since  the  control  sheet  must  be  consulted  to 
ascertain  under  which  date  the  desired  name  is  filed. 

Retail  Collections 

Fundamentally,  the  collection  problem  of  the  retailer  is 
similar  to  that  of  the  manufacturer  or  wholesaler.  All  the 
principles  developed  previously  in  this  chapter  apply  in  the 
one  field  as  well  as  in  the  other.  The  methods  and  procedure 
present  many  similarities.  All  endeavor  to  collect  without 
offending  the  delinquent,  and  seek  to  train  customers  to  pay 
their  biUs  promptly. 

Important  differences,  however,  exist.  Eetail  collections  are 
relatively  much  slower  and  the  methods  of  credit  granting 
looser,  due  to  a  number  of  causes :  * 

1.  The  contractual  obligation  is  less  evident  to  the  customer 
in  personal  accounts. 

6  J.  H.  Tregoe  and  J.  Whyte,  Effective  Collection  Letters  (New  York, 
1924),  pp.  xxxii-xxxvi. 
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2.  Terms  of  sale  are  more  flexible.  In  retail  trade,  the  return 
privilege  is  widely  allowed,  and  creditors  have  greater  fear  of 
offending  buyers,  who  may  relate  their  experience  to  others  and 
cause  a  loss  of  trade. 

3.  Retail  competition  is  more  localized,  with  no  factors  such  as 
source  of  supply  entering;  therefore  the  competition  is  keener. 

4.  Less  inducement  exists  for  prompt  payment,  due  to  absence 
of  cash  discounts. 

5.  There  is  reluctance  in  paying  for  goods  already  consumed. 

6.  Personal  buyers  are  less  careful  in  budgeting  expenditures, 
and  delay  payments  instead  of  resorting  to  bank  borrowing. 

7.  The  situation  regarding  personal  debtors,  particularly  women, 
is  a  more  delicate  one  than  that  concerning  business  debtors,  there- 
fore tact  and  courtesy  are  most  essential. 

Due  to  these  features,  methods  show  certain  differences.  In 
mercantile  collections,  the  appeal  to  the  delinquent's  self- 
interest  is  stressed,  since  the  customers  themselves  are  en- 
gaged in  business  and  realize  the  importance  of  keeping  their 
credit  standing  unimpaired.  In  retail  collections,  however, 
the  appeal  to  justice  and  sympathy  often  obtains  most  satis- 
factory results.  Again,  the  small  size  of  accounts  in  retail 
trade  precludes  personal  attention  and  necessitates  the  use  of 
forms,  but  drafts  are  seldom  employed  by  retailers  in  the 
effort  to  force  collection.  For  very  much  the  same  reason, 
retailers  do  not  favor  part  payments,  while  wholesalers  re- 
ceive many  more  requests  for  extensions.  Finally,  the  retailer 
may  utilize  the  direct  and  personal  methods  of  a  telephone 
call,  personal  interview,  and  emplos^nent  of  a  house  to  house 
collector  more  freely  than  may  a  wholesaler  or  manufacturer 
selling  to  concerns  over  a  wide  territory.  In  the  words  of 
one  authority,  in  retail  trade,  "easy  credits  but  stringent  col- 
lections" constitute  "the  secret  of  low  credit  losses."^ 

Among  special  devices  may  be  mentioned  the  shopping 
check  system.  It  involves  a  postdated  check,  signed  by  the 
customer,  which  the  store  holds  for  the  agreed  period.  The 
customer  is  notified  shortly  before  the  check  is  due  to  be 
presented  at  the  bank,  so  that  he  can  be  prepared  to  meet  it. 
Again,  on  installment  collections  for  items  such  as  books, 

7  p.  H.  Nystrom,  Economics  of  Retwilmff  ( 3rd  ed.,  revised  and  en- 
larged, New  York,  1930),  Vol.  II,  p.  597. 
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where  credit  is  rather  freely  granted,  much  of  the  collection 
material  is  devoted  to  arousing  interest  in  the  article  pur- 
chased. 

Foreign  Collections 

Fundamentally,  the  problem  of  collecting  amounts  due 
from  foreign  debtors  is  similar  to  that  of  collecting  from 
domestic  debtors.  All  the  principles  developed  previously 
again  apply.  Yet  they,  too,  present  special  features,  just 
as  do  foreign  credits.  The  terms  of  sale  in  foreign  transac- 
tions are  by  no  means  standardized,  but  are  adapted  to  each 
individual  customer's  requirements.  Each  account  presents 
a  special  collection  problem.  Moreover,  business  methods 
abroad  are  different  from  ours,  and  the  foreign  customer 
would  be  quick  to  take  offense  at  methods  which  in  domestic 
trade  are  regarded  as  quite  regular.  Finally,  drafts  rather 
than  open  accounts  are  used,  and  they  are  handled  through, 
and  presented  by,  banks. 

In  the  event  of  nonpayment,  or  refusal  of  a  draft,  the 
bank  has  its  instructions  as  to  further  procedure.  The  seller 
may  communicate  with  the  debtor  by  cable  or  mail,  and  may 
also  obtain  a  new  report  and  new  ledger  clearance  on  the 
customer.  The  initial  effort  should  be  to  elicit  the  reason 
for  the  debtor's  delinquency.  Letters  should  be  individual- 
ized, friendly  and  sympathetic,  and  carry  a  sales  appeal; 
printed  forms  should  not  be  used.  Prompt  and  systematic 
collection  effort  is  essential.  An  appeal  to  honor  is  the  best 
approach  to  a  Latin  business  man ;  an  appeal  to  the  unwisdom 
of  delay  in  meeting  commitments  is  most  effective  to  English 
speaking  merchants.  Disputed  accounts  should  be  handled 
separately  from  undisputed,  smaller  from  larger,  and  older 
from  newer.  Those  based  upon  claims  for  concession,  ex- 
change conditions,  and  individual  difficulties,  each  require 
separate  treatment. 

In  granting  extensions,  the  "split"  type  may  be  used  and 
part  required  at  the  first  maturity,  the  balance  being  ex- 
tended through  the  issue  of  new  drafts,  perhaps  of  varying 
maturities.    Where  exchange  rates  have  hampered  payments, 
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"deposit"  methods  may  be  employed.  The  buyer  may  de- 
posit at  an  agreed  rate,  the  seller  guaranteeing  to  pay  any 
difference  between  that  rate  and  the  one  in  effect  when  the 
funds  are  withdrawn.  Or  the  customer  may  adjust  monthly 
by  further  deposit  or  withdrawal,  according  to  the  prevailing 
rate  of  exchange,  an  initial  deposit  made  to  pay  his  bill. 

Foreign  Litigation 

Recourse  to  legal  proceedings  in  the  attempt  to  enforce 
collection  of  foreign  accounts  is  generally  undesirable.  Dif- 
fering legal  systems  exist — often  bulky  and  embodying 
numerous  laws — on  which  the  debtor  is  much  better  informed 
than  the  American  creditor.  In  some  countries,  the  laws 
are  inadequate  to  protect  the  creditor,  while  everywhere 
suits  are  expensive.  An  amicable  compromise  is,  therefore, 
highly  desirable,  whether  as  to  amount,  terms,  or  time  of 
payment.  A  willingness  on  the  buyer's  part  to  compromise 
results,  in  most  cases,  it  is  said,  in  payment  of  the  bill  and 
retention  of  the  customer's  good  will  and  patronage. 

In  general,  the  credit  manager  should,  however,  know  the 
laws  of  the  country  to  which  he  is  selling,  in  relation  to  col- 
lection of  accounts  and  to  forms  of  business  organization. 
Knowledge  of  the  latter  is  necessary  to  determine  the 
creditor's  rights  and  the  limitations  existing  upon  enforcing 
payment.  Many  countries  place  a  definite  limit  on  the  lia- 
bility of  various  members  of  the  firm.  The  Cuban  Sociedad 
en  Comandita,  for  example,  limits  the  liabilities  of  its  gen- 
eral partners  to  the  amount  of  their  respective  investments 
in  the  business,  while  the  liabilities  of  the  special  partners 
include  all  their  outside  resources,  as  well  as  the  sums  they 
have  invested  in  the  concern. 

Where  legal  action  proves  to  be  necessary  as  the  only 
means  of  settling  an  account,  much  information  may  be  ob- 
tained from  the  United  States  Bureau  of  Foreign  and 
Domestic  Commerce.  The  Division  of  Commercial  Laws  of 
the  Bureau  has  prepared  articles  on  collecting  overdue  ac- 
counts in  foreign  countries,  and  it  has  compiled  lists  of 
reputable  attorneys  abroad  who  specialize  in  serving  Ameri- 
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can  creditors  and  who  are  otherwise  prepared  to  assist 
creditors  in  adjusting  cases  involving  errors  or  misunder- 
standings. Other  than  this  method,  a  foreign  hank  corre- 
spondent may  be  used  to  adjust  a  claim.  Or  the  United 
States  Consul  abroad  may  recommend  the  local  attorney  or  a 
local  commission  merchant.  On  the  other  hand,  a  local  attor- 
ney in  the  United  States  may  be  retained,  who  specializes 
in  international  law  and  foreign  trade,  and  will  conduct 
the  litigation  from  this  country  through  his  foreign  corre- 
spondents. "Where  the  amount  is  sufficiently  large,  a  personal 
representative  may  be  sent,  with  power  of  attorney  to  adjust 
the  matter. 
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CHAPTER  XXIII 

COLLECTION  METHODS  AND  PROBLEMS 

The  present  chapter  presents  the  various  methods  that  may- 
be used  to  collect  overdue  accounts.  They  may  be  classified 
in  a  general  way  as  follows: 

1.  Commoii  to  all  cases 
(a)  Invoice 

(6)  Statement 

2.  Communication  from  seller 
(a)  Letter 

(6)  Telegram 
(c)  Draft 

3.  Direct  conference  with  customer' 
(a)  Telephone 

(&)  Personal  collector  and  salesman 

4.  Use  of  outside  agencies, 
(a)  Collection  agencies 
(&)  Attorneys 

In  addition  to  discussiag  methods  of ' '  dunning, ' '  the  chapter 
considers  several  specific  collection  problems,  including 
"black  list"  methods  of  bringing  pressure  upon  the  debtor, 
and  collection  of  special  amounts,  as  well  as  handling  of 
trade  abuses. 

The  Invoice  and  the  Statement 

At  the  time  the  goods  are  shipped,  an  invoice  is  mailed 
to  the  customer.  This  invoice  informs  him  of  the  exact 
amount  and  the  day  it  falls  due.  Since  many  accounts  are 
habitually  discounted  or  paid  at  maturity,  this  is  the  only 
collection  instrument  (for  such  it  reaUy  is,  though  the  cus- 
tomer does  not  realize  the  fact)  that  is  sent  to  a  considerable 
portion  of  the  customers. 

The  next  step  is,  usually,  the  mailing  of  a  statement  of 
account  to  the  customer.  This  statement  serves  the  twofold 
purpose  of  reconciling  the  records  of  buyer  and  seller  and 
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of  acting  as  a  reminder  of  payment  dates.  Three  general 
plans  are  followed  in  sending  statements.  The  first  is  to 
send  them  to  all  customers  once  each  month,  usually  on  the 
first,  whether  or  not  any  items  are  due,  so  as  to  serve  as 
reminders  of  maturity  dates,  whether  past  or  future.  A 
second  plan  is  to  mail  statements  on  the  first  day  of  the 
month,  only  to  such  customers  whose  accounts  are  already 
overdue,  to  serve  as  reminders.  A  third  plan  is  to  mail 
monthly  statements  only  to  those  accounts  requesting  that 
they  be  regularly  sent.  The  last  two  plans  avoid  the  time 
and  expense  involved  in  forwarding  statements  to  those 
accounts  which  pay  promptly  at  maturity. 

The  practice  which  some  houses  follow,  of  mailing  a  state- 
ment a  few  days  before  the  account  falls  due,  is  not  entirely 
satisfactory.  An  apologetic  stamp  is  usually  added,  stating 
in  effect  that  "This  account  is  not  yet  due,"  to  avoid  irri- 
tation. Furthermore,  few  customers  overlook  the  due  date, 
while  those  unable  to  pay  are  not  aided.  Other  houses, 
instead,  send  a  statement  to  all  debtors  immediately  after 
the  due  date,  in  addition  to  the  monthly  statement. 

On  the  statement,  the  terms  should  be  clearly  stated.  Fur- 
thermore, if  used  as  a  payment  reminder,  the  statement  should 
preferably  be  mailed  on  the  first  of  the  month.  Not  only 
is  promptness  emphasized,  but  the  bill  is  in  the  hands  of  the 
debtor  by  the  day  of  the  month  when  he  makes  it  a  practice 
to  pay  bills.  Care  should  be  taken  that  the  accounting  depart- 
ment, which  usually  has  the  task  of  preparing  statements, 
does  not  neglect  this  work. 

To  the  statement  a  collection  appeal  is  commonly  added  by 
means  of  a  rubber  stamp.  It  may  be  worded  "Past  due," 
"Please  favor,"  or  "Kindly  send  us  your  check."  The 
rubber  stamp  has,  however,  been  badly  overworked.  There- 
fore, some,  prefer  to  have  the  reminder  printed  and  gummed 
and  attached  to  the  outgoing  statement ;  or  the  reminder  may 
consist  of  a  card  or  folder  sent  as  an  inclosure  to  accompany 
the  statement.  Such  stamps,  stickers,  or  inclosures  have  a 
moderate  appeal,  due  to  their  impersonal  nature,  and  rarely 
give  offense. 
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The  Collection  Letter 

When  invoice  and  statement  have  failed  to  obtain  pay- 
ment, the  usual  procedure  is  to  send  a  collection  letter.  Its 
veide  use  indicates  that  it  is  probably  the  most  satisfactory 
method  of  bringing  the  previous  transaction  to  a  close; 
at  the  same  time,  the  debtor's  good  will  is  retained.  A  good 
letter  is  one  that  accomplishes  this  twofold  purpose  of  obtain- 
ing payment  and  retaining  good  will.  To  do  this,  it  must 
strike  a  responsive  note,  and  be  interesting  and  persuasive. 
The  credit  man,  in  writing  it,  must  understand  the  psychology 
of  credit  and  the  use  of  good  simple  language. 

Collection  letters  may  be  divided  into  three  types :  formal 
reminders,  personal  appeals,  and  letters  threatening  suit  or 
other  radical  measures.  They  are  found  respectively  in  the 
second,  third,  and  fourth  stages  of  collection  procedure  men- 
tioned in  Chapter  XXII. 

Formed  Reminders 

Formal  reminders  have  their  purpose  indicated  by  their 
name.  They  are  short  in  length,  impersonal  in  tone,  stereo- 
typed in  language,  and  contain  courteous  reference  to  the 
overdue  account.  It  is  desired  to  have  the  customer  regard 
the  reminder  as  a  matter  of  customary  routine,  rather  than 
as  a  "dun." 

Formal  reminders  in  their  simplest  form  may  be  only  the 
phrase  stamped  on  the  statement  or  inclosed  with  it.  Another 
type  of  reminder  is  a  printed  form  or  card,  without  intro- 
ductive  address  or  complimentary  close,  containing  blank 
spaces  in  which  are  inserted,  with  ink  or  typewriter,  name 
and  address  of  the  customer,  amount  owed  and  period  during 
which  the  purchases  were  made.  It  merely  calls  attention 
to  the  account  and  requests  attention. 

Letter  forms  may  be  used,  either  typewritten  or  multi- 
graphed,  containing  blank  spaces  in  which  necessary  infor- 
mation can  be  inserted.  Mild  in  tone,  they  contain  both  salu- 
tation and  complimentary  close,  and  are  usually  personally 
signed.     One  or  more  additional  formal  letters  may  also  be 
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used  -with  a  stronger  tone  and  a  more  definite  and  insistent 
request  for  payment.  The  advantage  of  these  formal  re- 
minders lies  in  their  lack  of  offense,  although  their  very- 
formality  weakens  the  appeal.  They  are,  therefore,  effec- 
tive primarily  for  good  customers,  while  for  others  they 
merely  pave  the  way  for  more  drastic  measures. 

The  Personal  Letter 

The  use  of  the  formal  reminder  has  its  limitations.  It  is 
inflexible,  and  the  threads  of  collection  effort  are  more  or 
less  weakened,  according  to  the  several  types  of  debtors 
reached.  The  debtor  must  be  visualized  and  classified  and 
his  local  background  studied,  all  of  which  can  be  accom- 
plished by  reference  to  the  history  of  the  case  in  the  credit 
file,  if  not  from  impressions  received  through  personal  con- 
tact with  him.  One  debtor  needs  to  be  reminded,  another 
dunned.  In  the  light  of  such  analysis,  the  letter  must  be 
individualized,  to  fit  the  recipient,  and  personalized,  to 
express  the  writer's  individuality.  It  must  carry  a  strong 
personal  message  to  the  debtor,  establishing  a  definite  point 
of  contact  with  him. 

For  this  purpose,  form  letters,  even  though  individually 
typed,  are  not  desirable.  With  thousands  of  small  accounts, 
it  is  true,  there  may  be  several  sets  of  forms  developed,  to 
meet  the  different  conditions  the  collector  faces,  and  which 
he  may  change  as  conditions  change.  Speed  and  economy 
justify  the  use  of  the  forms.  It  is  difficult  to  compose  an 
original  letter  on  the  spur  of  the  moment,  so  that  particularly 
appropriate  appeals  may  be  dictated  as  they  occur,  and  filed 
for  later  use.  It  is  then  easier  to  dictate  a  letter  from  such 
worked  out  models,  perhaps  by  combining  form  paragraphs. 
But  a  letter  should  not  be  taken  over  entire  from  a  collection 
of  letters  and  appropriated  for  use ;  it  should  first  be  studied 
carefully  and  modified  to  fit  the  concern's  needs,  and  careful 
selection  made  in  individual  cases  from  among  the  forms 
prepared.  However,  unless  revised  frequently,  there  is  a 
danger  of  sending  to  a  debtor  the  identical  letter  he  received 
when  last  dunned. 
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In  preparing  the  letter,  the  following  features  should  be 
considered : 

1.  Appearance.  Perfect  mechanical  make-up  is  desirable. 
Neat,  orderly,  attractive  letters  gain  attention.  Short  sen- 
tences, as  well  as  short  words  and  generous  use  of  para- 
graphs, aid  consideration,  and  often  an  unusual  arrange- 
ment will  secure  attention  which  a  conventional  one  will 
not.  But  freakishness  defeats  its  own  purpose,  by  detract- 
ing from  the  message  and  focussing  attention  elsewhere. 
An  individually  typed,  though  standard  letter,  is  always 
preferable  to  a  multigraphed  one. 

2.  Phraseology.  It  should  be  simple,  clear,  and  original, 
not  cold,  formal,  or  impersonal.  Stereotyped  phraseology 
should  be  avoided,  as  should  strained,  overcourteous  word- 
ing. Stilted,  ordinary,  hackneyed,  and  uninteresting  sen- 
tences carry  no  appeal. 

3.  Length.  While  short  letters,  in  general,  are  desirable, 
credit  men  in  actual  practice  are  guilty  of  too  great  brevity 
rather  than  too  great  length  in  their  letters.  The  letter 
must  be  long  enough  to  carry  its  messages  effectively.  Longer 
letters,  in  general,  are  desirable  only  where  the  correspond- 
ence with  the  debtor  is  controversial,  or  where  explanation 
is  required,  as  in  explaining  terms,  refusing  to  allow  an 
unearned  discount,  or  granting  or  refusing  an  extension. 

4.  Coherence.  Central  idea  and  continuity  of  thought 
are  essential  to  a  good  letter.  A  rambling  letter  is  not 
effective.  The  opening  phrase  should  command  attention. 
It  should  be  original  and  incisive.  The  main  part  must 
make  a  telling  appeal,  so  as  to  convince  the  debtor  that 
he  ought  to  pay.  The  closing  must  stimulate  action,  in  order 
to  move  him  to  pay  now.  The  more  advanced  the  letter 
is  in  the  collection  series,  the  more  forceful  the  ending 
should  be. 

5.  Tone.    The  letter  should  be  personal. 

6.  Appeal.  Individualize  the  letter — ^begia  with  "you" 
rather  than  "we";  avoid  extravagant  expressions,  be  direct, 
convincing  and  sincere. 

The  fifth  and  sixth  points  will  be  covered  more  fully  in 
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succeeding  sections.  Here  it  is  necessary  only  to  emphasize 
the  importance  of  collection  psychology.  The  collector  studies 
the  mental  habits  of  people  and  the  ideas,  instincts,  and 
emotions  which  influence  them.  He  realizes  the  force  of 
repetition  and  the  power  of  suggestion  for  impressing  the 
debtor  that  the  bill  must  be  paid.  This  dominant  thought 
may  be  reenforced  by  varied  appeals,  which  may  be  repeated 
with  increasing  insistence  as  the  collection  process  proceeds. 
It  is  important  that  the  appeal  should  be  well  timed.  The 
debtor  who  is  approached  at  the  right  time  will  respond. 
The  right  time  may  depend  on  his  mental  attitude,  the  time 
he  has  to  give  to  the  matter,  or  whether  he  is  in  funds.  That 
time  of  the  season  when  funds  are  most  plentiful  is  particu- 
larly opportune  for  a  strong  collection  appeal.  Contrari- 
wise, the  off  season  is  not  a  good  time,  nor  is  a  period  of 
serious  illness  of  the  debtor  or  a  member  of  his  family.  At 
such  a  time  business  affairs  become  secondary  to  sympathy 
and  friendliness. 

Tone  of  the  Letter 

The  tone  of  the  letters  sent  the  debtor  is  most  important. 
They  should  be  firm,  but  tactful  and  friendly,  not  harsh 
and  bitter.  They  should  be  frank,  direct,  and,  at  the  same 
time,  considerate.  The  letters  are  written  in  the  hope  that 
the  debtor  will  interpret  their  contents  in  the  spirit  of  the 
writer.  They  should  be  dignified,  so  as  to  retain  the  cus- 
tomer's respect  for  the  house.  The  set  of  letters  should 
be  definitely  graded  in  tone  of  insistency  and  strength  of 
appeal,  and  work  gradually  to  a  climax.  Bach  succeeding 
demand  should  be  made  more  positively  and  persistently 
than  the  preceding  one.  The  tensity  of  the  collection  process 
should  be  made  definite  and  noticeable  after  the  first  two 
or  three  letters.  As  the  difflculty  of  collection  increases, 
the  credit  man's  treatment  of  the  case  undergoes  a  material 
change. 

The  letters  up  to  the  final  stage  should  imply  confidence 
that  the  debtor  will  meet  his  just  obligation  and  carry  the 
thought  that  he  is  expected  to  pay  at  the  due  date.    Such 
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confidence  impresses  the  debtor  and  gives  him  an  impetus 
to  pay,  while  it  puts  "the  next  move  up  to  him."  The 
reverse  is  the  case  if  the  credit  man  employs  an  apologetic 
tone;^  the  customer  loses  respect  for  the  house  and  gets 
the  impression  he  is  doing  it  a  favor  by  paying  his  bills. 
The  debtor,  instead,  should  be  placed  on  the  defensive,  and 
should  be  made  to  understand  that  the  demands  which  are 
being  made  are  the  necessary  consequence  of  his  delinquency. 
Until  friendly  relations  are  no  longer  possible,  the  door  should 
always  be  left  open  for  a  friendly  adjustment. 

Many  houses  include  in  the  initial  letter  of  their  personal 
series,  a  short  sales  talk.  This  prevents  the  letter  from 
appearing  sharp,  and  at  the  same  time  it  suggests  to  the 
customer  the  possibility  of  continuing  profitable  business  re- 
lations; it  may  also  stimulate  sales  by  calling  attention  to  a 
special  sale  or  a  seasonal  offering.  In  subsequent  letters, 
however,  this  is  seldom  done,  since  the  argument  should  not 
be  impaired  by  distracting  the  debtor's  attention  from  the 
main  subject. 

Again,  a  so-called  "letter  of  courtesy"  is  often  sent  after 
the  personal  letters,  and  just  before  harsher  measures  are 
introduced.  The  purpose  is  to  ascertain  if  the  customer 
has  any  good  reason  for  nonpayment  and,  if  a  plausible  re- 
sponse is  made,  to  employ  appropriate  measures  in  an  effort 
to  save  the  business. 

The  letter  should  display  equanimity.  In  other  words, 
temper,  anger,  sarcasm,  abuse,  or  contempt  have  no  place 
in  the  collector's  letters.  Although  he  may  be  justified  in 
feeling  indignant  or  irritated,  he  must  not  give  vent  to  his 
feelings.  If  he  should  do  so,  he  wiU  offend  the  customer 
and  his  cause  wiU  be  weakened.  There  is  a  more  effective 
way  of  handling  these  problems,  and  patience  and  self- 
restraint  are  essential.  The  customer  is  impressed  by  calm- 
ness and  poise,  in  which  a  purposeful  determination  to  collect 
is  evident,  in  adherence  to  a  general  policy.  In  advising  the 
debtor  that  drastic  action  will  be  taken,  regret  is  generally 
expressed  that  such  a  step  is  necessary.    In  the  letters,  the 

1  Unless  his  house  has  made  a  blimder. 
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customer's  honesty  of  purpose  should  never  be  questioned, 
either  in  direct  or  implied  manner,  nor  should  any  statements 
be  made  which  may  be  construed  as  a  reflection  upon  him. 

In  the  later  letters  of  the  collection  series,  an  exception 
to  the  above  is  sometimes  desirable.  In  the  words  of  one 
authority,^  "Very  often  these  letters  must  contain  a  sting 
that  will  bring  the  dealer  up  with  a  start.  This  sting  must 
be  put  into  the  letter  intentionally  and  should  not  come  as 
the  result  of  peevishness  or  pique;  it  must  be  the  deliberate 
result  of  a  poised  mental  process  that  dictates  just  what  kind 
of  prod  will  be  most  effective." 

Classes  of  Appeals 

A  series  of  collection  letters  will  probably  achieve  results 
through  cumulative  action.  The  receipt  by  the  debtor  of 
repeated  messages  insisting  upon  payment  is  expected  to  in- 
duce him  either  to  make  an  effort  to  pay,  or  to  state  the 
reason  for  nonpayment.  The  effect  is  heightened  if  varied 
appeals,  of  increased  urgency,  are  employed;  it  may  be 
weakened  if  the  identical  appeal  is  repeated.  These  appeals 
are  selected  to  meet  the  needs  of  the  case,  either  with  respect 
to  the  individual  or  to  the  stage  of  the  collection  process. 

There  are  many  classifications  of  collection  appeals.  The 
following,  which  give  the  range  of  the  leading  appeals  in  the 
order  of  their  strength,  is  probably  as  satisfactory  as  any. 
Several  appeals,  it  should  be  borne  in  mind,  may  often 
be  combined  in  a  single  letter,  particularly  if  the  series 
comprises  but  a  few  letters. 

1.  Sympathy,  in  that  the  creditor  is  suffering  financially 
because  of  the  debtor's  delinquency.  This  is  the  weakest  and 
probably  most  commonly  misused.  Small  retailers,  however, 
such  as  grocers,  tailors,  and  laundrymen,  may  use  it  suc- 
cessfully, especially  since  it  often  flatters  the  debtor  by  giving 
him  a  sense  of  financial  superiority.  The  large  concern 
making  such  an  appeal  loses  standing  in  the  eyes  of'  its 
customers,  who  regard  the  reason  as  untenable.  Neverthe- 
less, some  collectors  cite  the  fact  that,  while  the  particular 

2E.  M.  Dulin,  Collection  Letters   (New  York,  1924),  p.  31. 
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account  is  small,  the  aggregate  sum  owed  by  several  thousand 
such  accounts  that  the  house  carries  is  substantial. 

2.  Pride.  At  times,  an  appeal  to  the  customer's  integrity- 
is  successful.  It  stresses  the  contractual  obligation  and  re- 
spect for  the  debtor's  sense  of  honor  and  honesty  of  purpose, 
as  well  as  his  pride  in  conducting  an  efficient  business.  Care 
should  be  taken,  however,  to  avoid  a  tone  of  moral  superiority. 

3.  Justice.  The  customer  should  be  impressed  with  the 
thought  that,  though  the  debt  is  a  just  one,  properly  incurred 
for  satisfactory  merchandise  and  delivered  strictly  in  accord- 
ance with  the  terms  of  the  sale,  the  creditor  has,  with  consid- 
erable forbearance,  carried  the  account  past  due  for  some 
time.  The  debtor,  on  his  part,  should,  therefore,  be  impelled 
by  a  sense  of  fair  play  to  meet  his  obligation  and  maintain 
relations  with  his  creditor  on  a  reciprocal  basis. 

4.  Self-interest.  The  debtor  should  be  impressed  with  the 
fact  that  prompt  payment  improves  his  credit  standing  and 
general  business  reputation.  At  the  same  time,  it  enables 
the  house  to  sell  at  lower  prices.  This  appeal  is  stronger 
and  more  insistent  than  any  of  those  already  cited. 

A  variation  of  this  appeal  is  used  by  retailers  who  are 
members  of  a  retailers'  association.  They  explain  by  letter 
that  they  are  required  to  report  all  delinquents  periodically, 
but  that  they  wish  to  give  the  debtor  an  opportunity  to 
protect  himself  against  possible  embarrassment  resulting 
therefrom  by  settling  on  or  before  a  certain  date.  Care  must 
be  taken  that  such  letters  do  not  violate  the  state  law. 

5.  Fear.  This  is  the  harshest  appeal,  and  is  used  only 
after  personal  letters  have  failed  to  secure  a  response  or  a 
draft  has  been  dishonored.  The  usual  threat  is  that,  unless 
payment  is  made  by  a  certain  date,  suit  will  be  immediately 
begun,  or  the  account  will  be  placed  in  the  hands  of  an 
attorney  or  collection  agency.  The  letter  seeks  to  point  out 
to  the  debtor  his  inability  to  escape  his  just  obligation  and 
make  him  realize  the  disagreeable  consequences  that  will  result 
to  him  from  further  delay.  Sometimes,  a  first  letter  contains 
a  veiled  threat  and,  if  this  fails,  a  second  letter  is  sent, 
containing  a  direct  one.    This  appeal,  it  is  true,  is  kept  in 


COLLECTION  METHODS  AND  PROBLEMS      537 

the  background  in  the  earlier  letters  of  the  collection  series. 
Other  appeals  are  varied.  On  individual  or  personal  ac- 
counts, a  sense  of  shame  may  sometimes  be  involved.  Again, 
the  debtor  may  be  left  in  suspense  as  to  the  next  move,  and 
his  curiosity,  if  not  fear,  aroused.  Or  an  appeal  of  an 
inspirational  sort  may  be  made  to  the  customer's  ambition 
and  desire  for  success.  An  old  customer  may  be  appealed 
to  as  an  old  friend.* 

Legal  Aspects 

The  collector  must  be  careful  to  avoid  transgressing  the 
law  and  thereby  making  himself  and  his  concern  liable.  A 
threat  must  be  so  framed  that  it  cannot  be  construed  as 
extortion  or  blackmail,  whether  actual  or  attempted.  Civil 
suit  may  be  threatened  with  safety,  but  the  collector  must 
never  invoke  a  law  calling  for  criminal  prosecution.  State 
criminal  statutes  differ  as  to  what  constitutes  extortion  or 
attempted  extortion. 

The  collector  must  also  take  care  as  to  what  appears  on 
the  envelope.  There  are  two  reasons — ^the  matter  may  be 
declared  nonmailable  by  the  postal  authorities,  and  its  publi- 
cation may  constitute  a  libel.  Anything  appearing  on  an 
envelope  which  reflects  injuriously  upon  an  individual's  char- 
acter or  conduct  is  nonmailable.  Hence  the  envelope  must 
not  indicate  that  the  addressee  is  being  dunned  for  a  past 
due  account.  Post  cards  cannot,  therefore,  be  used,  nor  may 
open  face  or  window  envelopes  disclose  the  fact  that  the 
contents  are  dunning  the  addressee.  It  is  perfectly  true 
that  these  laws  are  constantly  violated  through  ignorance 
or  carelessness,  but  no  business  concern  should  indulge  in  such 
practices. 

Treasurer  and  Salesman  Letters 

Late  in  the  series  of  letters,  a  bit  of  additional  strategy 
may  be  introduced.  The  aid  of  the  treasurer,  general  man- 
ager, or  other  higher  official  may  be  enlisted.     This  is  done 

3  Compare  the  analysis  in  J.  Whyte  and  F.  R.  Otte,  Letters  That 
Collect    (New  York,   1930),  Chaps.  Ill  and  XIII. 
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after  several  letters  signed  by  the  credit  manager  have  proved 
ineffective.  The  fact  that  the  letter  comes  from  a  higher 
authority  (perhaps  with  his  title  imprinted  on  the  letter- 
head), and  is  signed  by  him,  secures  the  debtor's  attention 
and  gives  the  letter  more  weight.  Its  tone  should  be  friendly 
and  dignified,  although  carrying  a  quiet  threat.  If  such  a 
letter  fails  to  obtain  a  response,  the  only  course  is  either 
to  abandon  the  account  or  else  proceed  with  a  forced  col- 
lection. 

Often  a  salesman's  letter  is  used  in  the  collection  series. 
This  represents  the  friendly  appeal  of  one  who  seeks  to  act 
as  intermediary  between  the  customer  and  the  concern.  It 
may  be  used  earlier  in  the  series,  and  contain  no  threat. 
It  cannot  be  used  with  all  salesmen,  and  hence  cannot  be 
used  as  a  form  letter,  since  salesmen's  personalities  differ 
greatly.  The  customer  must  feel  that  it  actually  comes  from 
the  salesman  with  whom  he  regularly  has  dealings,  and 
represents  a  real  interest  in  the  account  and  in  the  customer's 
welfare. 

The  Telegram 

The  telegram  requires  more  care  in  its  preparation  than 
does  the  letter.  Though  private  in  nature,  it  may  be  open 
to  the  inspection  of  many  people  before  it  reaches  the  person 
to  whom  it  is  addressed.  Something  contained  in  the  tele- 
gram may  be  construed  as  libelous,  hence  the  creditor  should 
avoid  threats  of  bankruptcy,  criminal  prosecution,  etc.,  as 
well  as  allegations  of  bad  faith  on  the  debtor's  part.  He 
may,  however,  properly  refer  to  the  account  as  overdue  and 
say  it  will  be  referred  to  an  attorney,  or  even  threaten  suit. 
The  telegraph  companies  have  from  time  to  time  issued  lists 
of  suggested  telegrams  they  believe  appropriate  for  collection 
purposes. 

The  telegram  has  long  been  regarded  as  one  of  the  more 
effective  collection  instruments.  Its  power  is  twofold :  its  very 
use  suggests  urgency  of  payment,  and  it  gets  the  debtor's 
attention.  It  is  most  often  used  to  prod  the  debtor  after 
a  strong  letter  which  has  proved  unavailing,  but  its  effective- 
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ness  is  increased  by  proper  timing.  "Where  desired,  the 
message  may  be  so  worded  as  to  be  unclear  to  any  one  other 
than  the  recipient,  but  in  last  resort  cases  it  may  be  made 
drastic  and  to  the  point. 

Collection  by  Draft 

The  practice  of  drawing  sight  drafts  upon  customers  for 
overdue  accounts  is  quite  an  old  one,  but  the  exact  pro- 
cedure followed  varies  widely.  This  use  depends  on  the 
custom  of  the  trade  and  the  size  and  character  of  the  account. 
In  some  lines,  it  is  the  custom  to  draw  on  the  debtor  early 
in  the  collection  effort,  e.g.,  as  soon  as  the  account  becomes 
due,  and,  if  not  paid,  then  to  follow  it  up  by  use  of  other 
collection  methods.  However,  in  most  lines  the  draft  is  re- 
garded as  a  harsh  or  drastic,  if  not  an  unfriendly,  tool,  to  be 
reserved  as  one  of  the  final  resorts  of  the  creditor.  So  long 
as  he  wishes  to  retain  the  debtor's  good  wiU,  the  creditor 
will  hesitate  to  draw. 

The  strength  of  the  draft  as  a  collection  instrument  lies 
in  the  fact  that  it  casts  doubt  upon  the  customer's  credit 
and  that  it  brings  the  bank  into  play  as  a  collection  agency, 
disclosing  the  relationship  between  debtor  and  creditor. 
Formerly  dishonor  of  a  draft  menaced  the  customer's  credit, 
but  too  common  and  indiscriminate  use  has  deprived  the 
draft  in  large  degree  of  its  significance.  To-day,  many 
business  men  ignore  drafts  with  but  little,  if  any,  misgiving 
as  to  the  effect  upon  their  credit  standing,  so  long  as  the 
drafts  are  not  dishonored  constantly  and  in  large  numbers. 
For  those  debtors  who  regard  the  draft  as  a  serious  reflection 
upon  them,  threat  to  use  a  draft  is  as  effective  as  the  draft 
itself.  Some  credit  men,  however,  hesitate  to  inform  the 
local  bank  of  the  state  of  the  account,  especially  if  the  amount 
is  considerable,  for  fear  of  menacing  the  debtor's  relations 
with  the  bank  and  possibly  causing  numerous  demands  for 
payment  from  other  creditors. 

The  draft  may  be  presented  in  one  of  several  ways.  The 
credit  man  often  prefers  to  use  his  own  bank,  although  this 
bank  must  either  use  its  correspondent  in  the  debtor's  town 
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or,  lacking  one,  forward  it  direct  to  the  drawee.  Instead, 
the  creditor  himself  may  forward  the  draft  direct  to  a  bank 
in  the  debtor's  vicinity.  He  may  send  it  to  the  debtor's 
bank,  the  name  of  which  he  may  note  on  his  ledger  from 
checks  received  from  the  debtor.  Many  believe  that  the 
debtor  will  be  more  inclined  to  pay  in  such  cases,  in  order 
to  maintain  his  credit  standing  with  his  own  bank.  A  second 
alternative  is  to  send  the  draft  to  a  bank  in  the  debtor's 
vicinity  (other  than  the  one  at  which  he  transacts  his  busi- 
ness), selected  from  the  mercantile  agency  books  or  law  lists. 
This,  it  is  believed,  will  avoid  favor  to  the  debtor  by  a 
friendly  bank,  which  may  unduly  delay  presentation  of  the 
draft. 

Banks  formerly  presented  drafts  to  drawees  free  of  charge, 
and  made  a  collection  charge  only  if  actually  collected.  This 
free  service  brought  about  too  general  and  indiscriminate 
use  of  drafts,  many  of  which  remained  unpaid,  and  imposed 
too  great  a  burden  upon  the  banks.  Some  institutions,  there- 
fore, will  not  undertake  to  handle  drafts  unless  accompanied 
by  a  small  fee.  It  is  advisable  to  inclose  a  fee,  such  as 
twenty-five  or  fifty  cents,  in  practically  every  instance.  A 
letter  of  instructions  to  the  bank  should  accompany  the  draft, 
covering  its  presentation,  holding  for  payment,  and  return- 
ing it  if  unpaid;  a  stamped  and  self -addressed  envelope 
should  be  inclosed.  At  the  same  time  that  the  draft  is  sent 
to  the  bank,  or  shortly  before,  the  debtor  should  be  advised 
by  letter,  so  that  he  will  be  prepared  to  meet  the  draft  when 
presented. 

Nonpayment  of  the  draft  may  be  due  to  a  variety  of 
reasons:  temporary  lack  of  funds;  resentment  at  its  use, 
resulting  either  in  paying  no  attention  to  it  or  remitting  by 
other  means;  or  even  negligence  of  the  bank  in  presenting 
the  instrument.  When  a  draft  is  not  honored,  it  is  returned 
to  the  drawer  with  a  brief  notation  giving  the  reason  for  the 
debtor's  failure  to  pay.  Among  such  notations  are  the 
following:  "pays  no  attention,"  "has  sent  check,"  "will 
send  check,"  "has  written,"  "amount  disputed,"  etc.  These 
notations  may  give  the  creditor  an  insight  into  the  debtor's 
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intentions  concerning  the  account  and  suggest  the  next  step 
that  should  be  taken  in  endeavoring  to  effect  collection. 
Sometimes  it  is  advisable  to  follow  up  an  unpaid  draft 
promptly  with  a  second  draft  and  a  strong  letter.  Or  a 
peremptory  demand  by  telegram  for  either  payment  or 
explanation  may  have  the  desired  result. 

The  Telephone 

The  telephone  is  generally  used  after  some  other  reminder 
has  been  sent  to  the  customer,  usually  a  statement  or  a  letter. 
It  has  certain  distinct  advantages  for  collection  use  over  the 
letter.  It  is  quick,  it  brings  the  matter  forcefully  to  the  atten- 
tion of  the  debtor,  and  it  brings  a  definite  response.  The 
appeal  can  be  varied  to  suit  the  debtor's  state  of  mind.  If 
used  tactfully,  insistence  and  persistence  may  be  combined 
with  friendliness,  and  it  may  be  only  slightly  less  advan- 
tageous than  a  personal  interview.  If  deemed  necessary, 
threats  can  be  made  more  freely  than  by  mail,  since  it  has 
been  found  difficult  to  prosecute  for  statements  made  by  tele- 
phone, principally  because  of  the  difficulty  experienced  in 
proving  exactly  what  was  said,  and  who  said  it.  Finally, 
when  typing,  signing,  inclosing,  and  mailing  are  considered, 
as  well  as  dictation,  the  telephone  call  may  be  less  expensive 
than  the  letter. 

There  are  two  disadvantages:  although  the  call  may  leave 
the  debtor  in  a  proper  frame  of  mind  to  pay,  the  matter 
cannot  be  closed  then  and  there.  The  creditor  must  rely  upon 
the  debtor  to  send  the  check  as  promised.  Again,  difficulty 
may  be  experienced  in  getting  into  communication  with  the 
debtor,  if  he  deliberately  plans  to  avoid  the  call. 

Due  to  the  expense  involved,  the  telephone  is  used  far 
less  frequently  in  dunning  out  of  town  customers.  Its  use 
seems  desirable  where  letters  have  been  nonproductive  of  re- 
sults; the  creditor,  however,  does  not  wish  unnecessarily  to 
jeopardize  the  debtor's  good  will  by  a  threat  of  turning  the 
account  over  to  an  attorney  or  collection  agency.  Where  col- 
lection is  effected,  the  expense  is  much  less  than  if  an  attorney 
had  been  used. 
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The  Personal  Collector  and  the  Salesman 

The  personal  call  upon  the  debtor  has  a  place  which  no 
other  collection  medium  can  entirely  fill.  It  shares  with  the 
telephone  the  possibility  of  give  and  take  in  conversation, 
which  the  letter  lacks ;  while,  unlike  the  telephone,  it  permits 
the  collector  to  secure  at  the  same  time  the  customer's  check. 
The  effectiveness  of  the  interview  depends  in  large  measure 
upon  the  collector's  personality;  while  the  expense  it  entails 
— and  it  is  usually  expensive — depends  upon  the  territory 
covered,  the  size  of  the  accounts,  and  how  difficult  they  are 
to  collect. 

Personal  collectors  are  of  three  general  groups  or  types. 
The  first  is  the  credit  manager  or  his  assistant,  confined  per- 
haps to  cases  in  which  considerable  amounts  are  involved, 
before  drastic  action  is  taken.  The  second  is  the  man  em- 
ployed solely  to  collect  accounts.  He  is  assigned  a  certain 
number  of  accounts,  generally  the  more  difficult  iu  a  certain 
district.  He  proceeds  to  call  upon  them,  obtaining  either 
promises  or  cheeks,  until  full  collection  is  made  or  some  other 
action  is  taken.  Other  than  in  installment  collections,  he  is 
much  less  extensively  employed  to-day  than  a  generation  ago. 
In  that  field  he  is  used  regularly,  in  others  on  doubtful  and 
difficult  past  due  accounts.  This  change  is  due  to  several 
causes.  On  delayed  accounts  the  telephone  is  both  cheaper 
and  more  effective,  since  the  credit  manager  himself  can 
control  the  treatment  of  the  negotiation.  Collection  in  person 
is  necessarily  expensive,  since  only  a  limited  number  of  ac- 
counts can  be  covered.  Moreover,  it  is  difficult  to  obtain  and 
to  retain  the  service  of  collectors  who  are  understanding  and 
tactful.  The  limited  opportunity  afforded  by  the  work  hardly 
permits  a  competent  man  to  earn  a  sufficient  salary.  Finally, 
there  is  the  fact  that  customers  often  resent  calls  from  col- 
lectors. 

The  salesman  is  the  third  type  of  personal  collector.  The 
use  of  salesmen  in  collection  work  has  been  discussed  as  ex- 
tensively as  has  their  service  as  a  source  of  credit  information. 
The  advantages  and  disadvantages  in  each  case  are  similar. 
The  salesman  knows  the  customer's  circumstances,  and  no 
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extra  expense  is  involved,  because  he  can  collect  during  his 
regular  visits.  Many  business  houses  find  the  plan  most  satis- 
factory, particularly  where  sales  are  made  to  small  concerns. 
Houses  selling  retail  grocers  often  place  the  responsibility  for 
collections  directly  upon  their  sales  force.  The  salesman  calls 
upon  his  customers  once  a  week,  collecting  this  week  for  last 
week's  purchases.  The  buyer  is  educated  to  adhere  to  the 
plan,  and,  if  he  does  not  pay,  finds  his  credit  impaired  or 
cut  off. 

On  the  other  hand,  the  salesman's  training  qualifies  him  to 
sell,  and  he  prefers  to  devote  his  time  to  selling,  rather  than 
to  work  which  may  be  distasteful  to  him,  and  therefore  in- 
differently performed.  He  feels,  too,  that  the  customer  will 
be  more  conservative  in  buying  and  less  friendly  to  him. 
Moreover,  he  sometimes  is  in  contact  only  with  the  buyer, 
who  knows  nothing  of  the  finances  of  the  business.  Some 
houses,  particularly  those  employing  a  large  number  of  sales- 
men, among  whom  the  turnover  is  heavy,  do  not  authorize 
their  sales  force  either  to  solicit  or  to  accept  remittances. 
Many  feel,  however,  that  the  salesman  may  be  used  occa- 
sionally as  an  adjuster,  being  in  an  excellent  position  to  act 
as  such  if  qualified  by  training  and  ability. 

The  Note  Settlement  and  Partial  Payments 

"When  it  is  impossible  to  obtain  cash,  settlement  is  often 
made  by  promissory  note.  The  credit  man  regards  it  as  a 
makeshift,  but  uses  it  as  a  step  in  collection  procedure.  The 
debtor  urges  the  note  upon  the  credit  man  in  many  cases. 

The  note  has  certain  recognized  advantages  and  disadvan- 
tages. Its  principal  advantage  is  the  fact  that  it  makes  the 
obligation  definite.  This  is  important  if  the  account  is  dis- 
puted by  the  debtor,  as  well  as  to  facilitate  proof  if  suit  is 
later  required.  Again,  the  note  can  more  readily  be  realized 
upon,  perhaps  by  discount  at  a  bank,  or  else  placed  with  the 
bank  for  collection.  Where  the  bank  presents  the  demand 
for  payment,  the  debtor  is  more  likely  to  honor  his  obligation. 

On  the  other  hand,  many  creditors  object  to  receiving  notes 
in  temporary  settlement  of  open  accounts.     They  feel  that 
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the  note  is  often  offered  as  a  mere  makeshift,  to  gain  relief 
from  pressure  applied  by  an  aggressive  creditor.  If  the 
debtor  provides  no  funds  to  meet  the  note  at  maturity,  the 
whole  collection  problem  is  reopened.  Smaller  merchants 
often  offer  part  payment  and  tender  another  note  which  ex- 
tends the  time  on  the  balance.  In  fact,  many  credit  men 
consider  that  open  accounts  are  paid  more  promptly  than 
are  notes  or  their  renewals,  especially  when  partial  payments 
at  definite  intervals  are  provided.  Again,  acceptance  of 
notes  establishes  a  bad  precedent.  The  debtor  may  easily 
form  the  habit  of  settling  for  his  entire  purchases  in  this 
way,  which,  in  effect,  means  that  he  is  buying  upon  greatly 
extended  terms.  Finally,  the  creditor  who  has  accepted  a 
note  has  his  hands  tied  until  the  note  matures.  He  cannot 
undertake  to  enforce  earlier  payment,  regardless  of  how  de- 
sirable that  might  be. 

For  these  reasons,  the  credit  manager  may  refuse  to  accept 
a  note  offered  by  the  debtor,  even  though  he  may  be  willing 
to  extend  the  time  of  payment.  Tactful  refusal,  without  bind- 
ing himself,  wiU  leave  him  free  to  act  in  an  emergency.  At 
the  same  time,  the  indication  of  confidence  may  appeal  to  the 
debtor's  pride  and  spur  him  to  greater  efforts  to  pay,  while 
it  increases  his  good  will  toward  his  creditor.  If  a  note  be 
accepted,  however,  the  creditor  may  endeavor  to  obtain  the 
indorsement  or  guaranty  of  a  responsible  person;  or  throw 
it  into  installment  form. 

Somewhat  similar  in  various  ways  is  the  question  of  accept- 
ting  partial  payments.  "Half  a  loaf"  is  better  than  none, 
provided  the  debtor  is  unable  to  pay  in  full;  no  creditor  is 
preferred ;  the  account  does  not  become  confused ;  and  is  paid 
up  to  a  certain  date;  further,  no  precedent  is  established  to 
encourage  the  debtor  habitually  to  make  small  payments  on 
account. 

The  Collection  Agency 

After  the  manager  has  exhausted  his  own  efforts,  but  before 
he  gives  up  the  account  as  uncollectible,  he  may  refer  it  to  a 
collection  agency  or  attorney,  after  threatening  by  letter  to 
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do  so  unless  remittance  is  received  by  an  appointed  time. 
Such  reference  marks  the  end  of  friendly  relations  and  is  the 
creditor's  ultimatum.  Both  agency  and  attorney  follow  the 
same  general  procedure  and  differ  in  name  rather  than  in 
method  or  function.  Agencies  are,  as  a  rule,  more  systematic 
than  attorneys  and  write  a  whole  series  of  letters  before 
forwarding  the  account  to  a  correspondent  attorney. 

The  agency  is  often  successful  after  the  creditor  has  failed. 
Its  success  is  not  due  to  its  methods,  for  it  possesses  none 
that  the  credit  man  cannot  use.  The  advantage  it  possesses 
is  largely  psychological.  Debtors  have  little  to  fear  from 
credit  men,  who  themselves  rarely  force  collections.  When 
control  of  the  account  passes  into  the  hands  of  a  third  party, 
the  situation  changes,  since  this  party's  interest  in  the  ac- 
count is  confined  to  collecting  the  debt  and  thereby  earning 
"the  commission.  The  average  debtor  realizes  the  stigma  at- 
tached to  his  record  contained  in  the  statement  ' '  Collected  by 
attorney,"  and  he  knows  that  large  collection  agencies  report 
to  their  clientele  aU  delinquencies  coming  under  their  survey. 
The  result  is  powerful  pressure  upon  the  delinquent  debtor 
to  pay.* 

Care  is  needed  in  selecting  the  collection  agency.  Its  moral 
and  financial  responsibility  should  be  beyond  question.  The 
well-known  agencies  are  reliable.  Some  mercantile  agencies, 
both  general  and  special,  conduct  collection  departments,  as 
do  some  trade  associations,  as  well  as  many  of  the  adjustment 
bureaus  affiliated  with  the  National  Association  of  Credit 
Men  and  the  National  Retail  Credit  Association.  Credit  in- 
surance companies  also  offer  a  collection  service. 

In  the  effort  to  retain  control  of  their  bad  accounts  and  save 
the  commission  charged  by  collection  agencies,  while  obtain- 
ing at  least  a  measure  of  the  latter 's  effectiveness,  many 
houses  have  established  "house"  collection  agencies.  These 
are  really  fictitious  or  dummy  concerns  designed  to  convey 
the  impression  that  they  are  independent  of  the  business  con- 
cern that  really  operates  them. 


4  A  weakness  consists  in  thus  informing  other  creditors  and  perhaps 
endangering  the  account  thereby. 
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The  Attorney 

The  agency,  after  attempting  to  collect  by  mailing  letters 
from  its  home  office,  forwards  the  claim  to  a  local  attorney, 
who  continues  the  pressure  by  letter,  telephone,  or  personal 
call.  His  success  in  enforcing  collection  is  conditioned  by  his 
proximity  to  the  debtor  and  consequent  ability  to  start  suit 
at  once  when  needed. 

Instead  of  using  the  collection  agency,  which  will  employ 
a  local  attorney,  the  creditor  may  engage  attorneys  himself. 
He  may  place  the  claim  in  the  hands  of  an  attorney  in  his 
own  town,  usually  a  specialist  in  handling  collections,  who, 
after  correspondence  with  the  debtor,  will  forward  the  ac- 
count to  a  correspondent  attorney  in  the  debtor's  home  town. 
"Whether  collection  agency  or  forwarding  attorney  is  em- 
ployed, the  creditor  has  no  direct  contact  with  the  local 
attorney.  Instead,  the  creditor  himself  may  forward  the 
claim  to  an  attorney  in  the  debtor's  town,  to  collect  under  his 
direct  supervision.  The  name  of  a  local  attorney  is  usually 
secured  from  one  of  the  law  lists  referred  to  in  Chapter  X, 
many  of  the  compilers  of  which  offer  a  guaranty  for  any 
money  collected  by  the  attorney  after  notification  to  them. 
However,  some  credit  men  compile  their  own  lists  on  the 
basis  of  their  previous  experience  and  believe  that  this  pro- 
cedure is  more  satisfactory. 

Some  credit  men  favor  one  method,  some  the  other.  By 
placing  his  claims  with  a  forwarding  attorney  or  collection 
agency,  the  creditor  deals  with  a  single  party,  whom  he  can 
hold  responsible.  The  forwarding  attorney,  too,  handles  a 
considerable  volume  of  business,  hence  can  select  his  repre- 
sentatives carefully  and  exercise  better  control  over  them 
than  can  the  individual  creditor,  even  though  the  local  attor- 
ney receives  only  two-thirds  of  the  fee.  Credit  men  often 
complain  that  it  is  very  difficult  to  get  any  report  from  some 
local  attorneys.  The  advantage  of  dealing  directly  with  them 
lies  in  the  direct  supervision  that  the  creditor  exercises,  and 
in  the  belief  that  the  local  attorney  will  work  harder  because 
he  receives  the  full  fee. 

The  Commercial  Law  League  of  America  in  1927  adopted 
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the   following   schedule    of   rates   for   handling   commercial 
claims  and  collections: 

15  per  cent  on  the  first  $500  or  less  collected 
10  per  cent  on  the  excess  up  to  $1,000 
5  per  cent  on  the  balance 
Minimum  commission  $7.50 

A  minimum  suit  fee  of  $7.50  may  be  charged,  and  in  no 
case  should  fees  and  commissions  exceed  50  per  cent  of  the 
sum  collected.  This  schedule  of  fees  is  not  obligatory,  and 
may  be  changed  by  arrangement  with  the  lawyer.  In  cer- 
tain cities,  members  of  the  bar  have  adopted  their  own  col- 
lection rates,  which  are  usually  higher.  When  partial  services 
are  rendered,  the  rates  are  reduced  accordingly. 

In  the  retail  field,  collection  fees  charged  by  both  attorneys 
and  collection  agencies  generally  range  from  25  per  cent  for 
claims  that  are  local  and  can  be  settled  without  personal 
call,  to  33  and  50  per  cent  for  other  accounts.  The  forward- 
ing agency  or  attorney  retains  one-third  of  the  fee,  and 
gives  the  other  two-thirds  to  the  receiving  agency  or  attorney. 

The  attorney  should  make  every  reasonable  effort  to  col- 
lect before  filing  suit,  thus  saving  considerable  expense.  In 
many  cases,  it  is  better  to  accept  installment  payments  in- 
stead of  bringing  suit.  He  should  advise  the  creditor  whether 
or  not  suit  is  advisable,  depending  largely  upon  the  possi- 
bility of  proving  the  claim  and  of  collecting  any  judgment 
which  might  be  obtained. 

Some  collection  agencies,  trade  associations,  law  list  pub- 
lishers, and  collection  letter  houses  have  prepared  a  set  of 
form  collection  letters  for  the  use  of  their  subscribers.  Typi- 
cal of  these  services  is  that  of  the  United  States  Fidelity  and 
Guaranty  Company.  It  has  devised  three  letters  of  the  non- 
intervention type,  addressed  by  it  to  the  debtor;  one,  filled 
out  by  the  creditor,  demands  that  payment  be  made  to  him, 
and  the  other  two  threaten  to  place  the  claim  in  the  hands 
of  a  bonded  attorney.  This  is  followed  by  an  advance  notice 
of  a  draft  by  the  creditor  to  the  recalcitrant  debtor.  The 
actual  draft  form  is  reproduced  in  Figure  35.  It  contains 
drawer's  instructions  to  the  bank,  directing  that  in  the  event 
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of  nonpayment  the  bank  presenting  the  draft  hand  it  over  to 
an  attorney  named,  with  instructions  to  the  latter.  Thus  the 
local  collection  machinery  is  provided,  while  the  local  bank 


SUaJSCT  I  .DRAFT  ON 


W*  ijet  tliB  nun*  «f  yvur  Bank  fram  "  ITm 
AttonWTB  Llat "  of  iba  llDltMl  Statu  FMallty 
and  Ciuusatr  Cooipafif ,-B«]tliBai«i  Md. 


Gentlemen  ; 

li  our  attachad  Draft  on  thia  debtor  is  paid  at  matuntr,  pleate  remit  proceeda  direct  to  ut,  the 
undersigned  drawers  thereof*  and  not  to  the  United  Stales  Fidelity  and  Guaranty  Company. 

If  Draft  is  dishonored  on. presentation  or  is  not  paid  at  matwity,  please  promptly  deliver  or  mait 
it  to  the  attomey.named  on  the  reverse  hereof. 

We  enclose  stamped  envelope  bearing  attorneys  name  and  address. 

i I  PLEASE  SEE  OTHER  S1De"|  DO  HOT  PBOTEST 


STATEMENT 


DRAWER'S  INSTRUCTIONS  TO  ATTORNEY 

NAMED  IN -LEmit  TO  BANK 

Dear  Sir:  Faymentof  our  annexed  Draft  having  been  re- 
fusedf  vKf  the  undersigned  etraioers  thereof t  hereby  authorize  you 
to  take  prompt  action  for  its  coUedvm  on  the  terms  stipulated  on 
the  back  hereof. 

Promptly  achumledge  receipt  and  advise  what  course  is  beat 
to  pursue.    Wire,  if  in  your  opinion  the  circumstances  warrant. 

Do  not  nuJce  any  compromise  nor  receipt  debtor  in  full  for 
any  parttoZ  payment.  Remit  oM  money  collected  direct  to  the 
undersigned  by  P.  0.  Money  Order,  Bank  Exchange  or  Express. 

arDO  NOT  DETACH  FROM  ORAFT 


^  DRAFT  DRAWN  BY  A  HOLDER  OF  THE  BOND  OF  THE 

UNITED  STATES  FIDELITY  AND  GUARANTY  COMPANY 

ATTORNEYS  LIST  DEPARTMENT 
R.  HOWARD  BLAND,  Pnddent  BALTIMORE,  MD. 


WITH  CimiUNT  KXCHANOI  ' 

M sight,  Pay  to  the  order  ofthe- 

of •'—the  sum  of         .  i     . 

Value  reoeiveAanfi  charge  to  ctcoouni  of     


-19 


-Bank 


tnTH  CUHItBKr  KKCtUNOK 


-Dollars, 


To- 


Address- 


flTERTEB  IR  THE  U.  9.  JULT  11.  lilt 


Fig.  35.    Collection  draft  of  the  ITnited  States  Fidelity  and 
GrrARANTY   Company,   with  drawer's   instructions  to  the 

BANK   and   to  the  attorney  AaTTACHED 

is  informed.     These  forms  are  inexpensive  and  involve  little 
work. 

For  the  same  reasons  that  some  concerns  organize  house 
collection   agencies,   others   establish  fictitious   legal   depart- 
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ments,  on  the  stationery  of  which  one  or  more  letters  are 
sent  to  the  delinquent.  Or  such  letters  may  be  sent  on  the 
letterhead  of  a  law  firm,  which  receives  a  fee  therefor  and 
also  additional  collection  business  requiring  legal  action. 

"Black  List"  Methods  of  Pressure 

Many  trade  associations  and  trade  groups  compile  so-called 
black  lists.  Such  a  list  of  those  more  or  less  undesirable  as 
credit  risks  serves  to  warn  sellers.  In  some  groups,  where  a 
member  is  having  difficulty  in  adjusting  a  disputed  account 
or  in  collecting  a  delinquent  one,  a  gentlemen's  agreement 
may  exist  among  creditors  not  to  sell  the  customer  on  other 
than  a  cash  basis  until  the  account  is  adjusted.  The  courts 
generally  recognize  the  right  of  creditors  mutually  to  protect 
themselves  in  this  manner,  but  care  must  be  taken  not  to 
violate  the  Federal  antitrust  law. 

The  list  also  facilitates  collections.  The  debtor  may  be 
informed  that  such  a  list  exists,  and  that  the  creditor  is 
obligated  to  report  all  his  slow  and  delinquent  accounts  in 
order  that  the  other  members  may  not  suffer  loss.  The  effec- 
tiveness of  this  plan  is  due  in  part  to  the  debtor's  exaggerated 
fear  of  the  consequences  to  him  if  he  permits  his  name  to 
appear  upon  the  list. 

Similar  in  motive  is  the  plan  of  offering  delinquent  ac- 
counts for  sale.  Some  collection  agencies  propose  such  a 
plan,  but  it  encounters  legal  difficulties.  While  the  owner  of 
an  account  receivable  has  the  right  to  advertise  his  property 
for  sale,  provided  he  can  do  so  without  libeling  the  debtor, 
the  courts  have  held  that  the  listing  of  one's  name  as  a  de- 
linquent and  advertising  the  indebtedness  for  sale  is  libelous 
per  se.  To  justify  his  action,  the  creditor  must  prove  that 
the  real  purpose  of  publication  is  not  to  coerce  the  debtor  to 
pay  the  delinquent  account.  This  is  extremely  difficult  in 
many  instances,  and  the  responsibility  is  the  creditor's  and 
the  agency  does  not  share  it  with  him. 

Collection  of  Interest  on  Past  Due  Accounts 

There  can  be  no  doubt  of  the  fairness  of  charging  interest 
on  past  due  accounts.     The  terms  definitely  agreed  upon  at 
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the  time  the  sale  is  made  are  designed  to  cover  the  cost  of 
carrying  an  account  to  its  due  date,  but  no  longer.  If  more 
time  is  taken,  a  forced  loan  is  obtained  from  the  seller  with- 
out his  consent,  for  which  a  proper  financing  charge  is  at 
least  justified.  The  buyer  would  have  to  pay  the  bank  in- 
terest if  he  desired  to  borrow  in  order  to  pay  the  seller 
according  to  the  terms;  and  similarly  the  seller  would  have 
to  pay  the  bank  interest  were  he  forced  to  borrow  the  amount 
which  he  expected  that  the  buyer  would  pay  to  him.  If  in- 
terest is  not  collected,  the  effect  is  to  discriminate  between 
customers,  by  actually  permitting  the  slow-paying  customer  to 
buy  his  goods  at  a  lower  price,  and  hence  place  a  penalty 
upon  prompt  payment. 

A  second  highly  practical  reason  for  collecting  interest  on 
overdue  accounts  lies  in  the  fact  that  it  speeds  up  collections. 
Slow  accounts  breed  bad  debt  losses  and  collection  expense, 
which  are  more  important  than  the  mere  cost  of  the  funds 
involved.  In  fact,  then,  the  creditor  is  even  losing  when  he 
i3olleets  interest  and  lets  accounts  run,  since  he  carries  the 
risk  and  other  expenses  without  recompense. 

Nevertheless,  few  houses  actually  attempt  to  collect  interest 
on  past  due  accounts,  due  to  the  competitive  situation.  They 
desire  to  retain  good  will  through  a  display  of  generosity. 
Again,  they  may  regard  it  as  a  small  burden.  Finally,  the 
difficulty  experienced  in  collecting  may  be  regarded  as  too 
great  for  the  amount  at  stake. 

The  house  which  intends  to  collect  interest  on  past  due 
accounts  should  print  a  statement  to  that  effect  on  all  order 
blanks,  invoices,  and  statements.  When  a  past  due  statement 
is  rendered,  the  interest  charge  may  be  added,  and  a  printed 
sticker  attached.  Or  the  interest  charge  may  be  rendered 
separately  on  a  regular  invoice.  Each  has  its  advocates. 
"Whatever  the  method  employed,  the  collector  should  be  pre- 
pared to  press  vigorously  the  collection  of  the  interest  charge. 

Collection  of  Unearned  Cash  Discounts 

In  Chapter  II,  the  nature  and  function  of  the  cash  discount 
were  set  forth.     Tet  to-day  competition  has  made  cash  dis- 
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count  piracy  as  common  as  taking  additional  time  without 
paying  interest.  The  customer  who  does  not  have  the  money 
until  the  fifteenth  day  after  the  day  of  the  invoice  objects  to 
being  penalized  for  the  short  delay,  and  takes  the  discount, 
while  the  customer  who  is  always  short  of  funds  tries  to 
obtain  his  equivalent  by  withholding  payment  as  long  as  pos- 
sible. In  some  instances,  the  cash  discount  has  almost  dis- 
appeared among  the  weaker  houses,  which  waive  it  with  all 
customers  except  the  few  who  submit  to  it.  And  in  other 
cases  creditors  take  the  easiest  way  out  by  permitting  cus- 
tomers to  deduct  discounts,  whether  entitled  to  them  or  not. 
In  fact,  in  some  branches  powerful  buyers  to-day  have  gone 
so  far  as  to  dictate  to  sellers  the  terms  under  which  their 
purchases  wiU  be  made. 

The  only  remedy  for  this  condition  lies  in  never  trading 
with  respect  to  terms,  either  through  the  sales  department 
or  through  the  credit  department.  Terms  concession  should 
be  as  unknown  as  price  concession;  and  one  buyer  should  be 
treated  the  same  as  another.  Moreover,  the  discount  should 
not  be  too  high,  for  the  larger  it  is,  the  greater  the  temptation 
to  cash  discount  piracy.  The  creditor  should  return  the  check 
with  unearned  discount  deducted,  so  that  the  buyer  can  wait 
until  maturity  to  remit  without  deducting  a  discount.  "When 
received  after  maturity,  either  the  check  can  be  returned  or 
be  retained  and  a  bill  sent  for  the  unjustly  deducted  discount. 

Defective  remittances,  too,  are  sometimes  received.^ 
Whether  an  honest  mistake  or  an  attempt  to  delay  payment, 
the  credit  man  can  handle  the  matter  so  as  to  retain  the 
debtor's  good  will. 

Trade  Abuses 

Attention  may  be  drawn,  finally,  to  cancellations  and  un- 
just claims.  As  has  been  pointed  out,«  two  situations  exist 
under  which  orders  may  be  canceled.  First  are  those  in  which 
no  change  in  the  price  of  the  goods  is  involved,  and  second 
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are  those  in  which  a  price  decline  has  taken  place  between 
the  date  when  the  order  was  placed  and  the  date  delivery  was 
made.  An  order  is  frequently  little  more  than  an  option 
granted  the  buyer,  in  some  cases  by  the  salesman  with  the 
seller's  express  consent.  This  is  the  case  where  the  goods 
are  suitable  for  sale  to  others,  and  have  not  been  manufactured 
to  order.  The  seller  may  either  comply  with  the  buyer's 
wishes  and  cancel,  or  may  refuse  to  do  so  and  either  force 
delivery  of  the  goods  or  sue  for  the  damage  (including  antici- 
pated profit)  sustained  up  to  the  time  of  cancellation,  and 
which  was  caused  by  the  refusal  to  accept  the  goods.  Custom, 
induced  by  competition,  sanctions  cancellation,  and  few  credi- 
tors are  willing  to  test  it  by  suit.  In  the  second  case,  where 
price  changes  have  occurred  after  the  order  has  been  given, 
the  buyer  who  refuses  to  accept  goods,  or  attempts  to  cancel 
the  order,  is  legally  liable  for  the  price  difference,  unless  he 
has  bought  under  a  guaranty  against  price  decline.  Trade 
associations  and  better-business  bureaus  are  attempting  to 
grapple  with  the  considerable  evil  which  has  arisen  in  con- 
nection with  this  problem. 

Buyers  often  refuse  to  settle  in  full  for  shipments  of  goods 
for  various  reasons.  Many  of  their  claims  are  just,  and  they 
may  even  be  convinced  that  the  seller  is  trying  to  take  an 
unfair  advantage  of  them.  On  the  other  hand,  many  claims 
are  unwarranted  and  some  customers  develop  a  reputation 
for  making  unjust  claims.  Two  tjrpes  of  claims  are  as  fol- 
lows: 

1.  Shortage  in  shipments,  whereby  the  buyer  fails  to  receive 
the  quantity  of  goods  which  the  invoice  specifies.  Precautions 
taken  in  checking,  both  at  the  plant  and  by  the  carrier,  have 
largely  overcome  this  evil.  If  the  goods  are  sold  "freight 
prepaid,"  the  responsibility  of  the  seller  ceases  when  the 
goods  are  turned  over  to  the  carrier,  but  if  they  are  sold  "de- 
livered" the  responsibility  continues  until  the  goods  are  actu- 
ally turned  over  to  the  buyer. 

2.  Returned  merchandise,  claimed  to  be  "not  as  repre- 
sented. ' '  "Where  it  does  not  represent  a  fair  claim,  the  return 
may  result  from  lack  of  wisdom  in  purchasing  or  unexpected 
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decline  in  prices.    The  practice  should  be  strongly  condemned 
by  the  credit  man. 

Charging  off  Bad  Debts 

No  uniform  practice  is  followed  as  to  charging  off  bad  debt 
losses.  The  most  logical  person  to  decide  which  accounts  are 
bad  is  the  credit  manager,  and  in  many  concerns  he  has  final 
authority  in  the  matter.  Others,  however,  feel  that  he  may 
be  biased,  either  because  of  a  desire  to  keep  the  bad  debt 
loss  percentage  at  a  minimum,  or  because  of  a  desire  to  retain 
customers'  good  will.  They,  therefore,  place  ultimate  juris- 
diction in  the  hands  of  the  treasurer,  to  whom  the  credit  man 
submits  all  accounts  to  be  charged  off,  together  with  a  record 
of  their  status.  In  reaching  a  decision,  attention  must  be 
given  to  the  policy  of  the  house,  accounting  practice,  and  in- 
come tax  requirements.  Bad  accounts  should  be  segregated 
and  deducted  before  the  books  are  closed  for  the  period,  and 
even  preferably  as  soon  as  it  is  known  that  they  are  uncol- 
lectible. In  actual  practice,  this  means  that  all  transfers  from 
accounts  receivable  to  the  item  of  bad  debts  are  made  before 
the  books  are  closed  each  month  for  a  trial  balance. 
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CHAPTER  XXIV 

LEGAL  AIDS  OF  CREDITORS 

If  the  credit  man  is  to  protect  adequately  the  interests  of 
his  concern,  he  must  have  a  general  knowledge  of  the  law. 
In  particular,  he  should  be  familiar  with  his  legal  rights  and 
remedies  as  a  creditor.  This  involves  questions  such  as  the 
legal  process  involving  suit  and  judgment;  what  constitutes 
a  contract;  when  does  title  to  merchandise  pass  from  seller 
to  buyer ;  and  what  are  the  seller 's  legal  rights  under  specific 
conditions?  Many  of  these  matters  are  covered  in  the  Uni- 
form Sales  Act,  now  adopted  by  twenty-nine  states  and  terri- 
tories. While  the  credit  man  cannot  be  expected  to  act  as  a 
legal  adviser,  general  familiarity  with  the  law  should  enable 
him  to  avoid  more  or  less  common  pitfalls. 

Suit  and  Judgment 

When  the  creditor  has  decided  to  force  collection,  the  first 
step  taken  is  "suit,"  or,  as  it  is  technically  called,  "action 
at  law."  The  creditor  or  plaintiff  institutes  the  action  by  fil- 
ing, usually  through  his  attorney,  in  the  proper  court  (de- 
pending on  the  jurisdiction  and  size  of  the  claim),  a  formal 
complaint  or  declaration  of  his  cause  of  action,  accompanied 
by  a  petition  for  judgment.  Where  the  claim  is  to  be  sued 
upon  in  a  distant  city,  the  creditor  usually  executes  an  "affi- 
davit in  proof  of  claim,"  which  he  forwards  to  his  attorney  in 
that  city.  A  court  order  summons  the  debtor  to  appear  before 
the  court  and  answer  the  creditor's  complaint.  The  debtor 
then  has  three  courses  open.  If  he  ignores  the  summons,  the 
plaintiff  obtains  judgment  by  default.  If  he  files  with  the 
court  a  plea  or  answer  to  the  complaint,  the  plaintiff  may 
make  replication  or  reply,  and  the  defendant  a  rejoinder,  and 
upon  these  documents  "the  issue  is  framed"  for  trial,  i.e., 
the  question  in  dispute  is  made  clear.  Filing  of  a  plea  is 
common  when  the  bill  is  disputed.    Instead  of  defaulting  or 
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filing  a  plea,  the  debtor  may  appear  personally  or  be  repre- 
sented by  his  attorney,  and  defend  the  action  brought  against 
him.  When  the  jury  or  court,  as  the  case  may  be,  finds  for 
the  plaintiff,  judgment  is  entered  accordingly. 

The  judgment,  while  theoretically  the  end  of  the  action,  has 
no  force  of  itself  to  compel  payment.  It  is  merely  a  court 
decree  that  a  defendant  owes  a  plaintiff  a  certain  sum.  Upon 
being  docketed,  however,  the  judgment  becomes  a  lien  upon 
whatever  real  property  the  debtor  may  own  within  the  county 
in  which  the  decision  was  rendered.  If  the  real  estate  is 
located  in  a  different  county  within  the  state,  a  transcript  of 
judgment  must  be  obtained  from  the  clerk  of  the  court  and 
docketed  in  that  county  in  order  to  create  a  lien.  Moreover, 
a  judgment  granted  in  one  state  can  be  used  in  bringing 
action  against  a  debtor  owning  property  in  another  state,  and 
obtaining  judgment  there.  The  Constitution  of  the  United 
States  requires  that  judgments  of  the  courts  of  any  state  be 
given  full  faith  and  credit  by  the  courts  of  any  other  state. 
The  lien  thus  created  obtains  for  the  number  of  years  fixed 
by  the  statute  of  limitations  before  it  is  "outlawed."  In 
New  York  State  the  limit  is  twenty  years. 

After  the  judgment  is  obtained,  the  law  in  most  cases  al- 
lows the  defendant  a  certain  time  in  which  either  to  appeal  to 
a  higher  court  and  stay  the  execution  of  the  judgment,  or  to 
settle  the  judgment,  sustaining  also  court  costs.  If  the  debtor 
neither  takes  an  appeal  nor  pays  the  judgment  and  costs  by 
the  expiration  of  this  time,  the  plaintiff  may  apply  to  the 
court  for  a  writ  of  execution.  This  is  a  warrant  which  directs 
the  sheriff  or  other  officer  of  the  court  to  seize  all  or  suffi- 
cient of  the  debtor's  property,  over  and  above  that  which  the 
law  allows  him  as  exempt  from  execution,  to  satisfy  the  claim 
and  cover  the  court  costs.  The  seized  property  is  then  adver- 
tised for  sale  in  accordance  with  the  legal  requirements,  and 
is  later  disposed  of  at  public  sale. 

Actual  executions  of  judgment  are  comparatively  rare. 
The  debtor  may  have  no  property  (which  the  sheriff  can  dis- 
cover) upon  which  to  levy,  and  is  hence  judgment-proof.  Or, 
if  he  has  property,  he  protects  it  by  paying  the  judgment, 
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even  though  he  has  to  sell  some  of  the  property  to  do  so. 
The  reason  for  so  doing  is  that  he  is  in  a  better  position  to 
obtain  the  true  value  of  the  property  and  at  less  expense  than 
could  be  effected  by  the  sheriff  at  forced  sale.  The  experience 
of  creditors  is  that  claims  should  be  kept  alive  until  out- 
lawed by  the  statute  of  limitations,  and  that  they  should 
not  be  abandoned  as  worthless  because  the  debtor  is  judgment- 
proof  at  the  time  the  judgment  is  obtained. 

Examination  in  Supplementary  Proceedings 

If  the  debtor  appears  judgment-proof,  the  creditor  may  re- 
sort to  proceedings  supplementary  to  the  judgment.  The 
creditor  has  the  right  to  examine  the  debtor  under  oath,  in 
order  to  ascertain  the  existence  of  any  property  (not  exempt 
by  law)  belonging  to  him  and  concealed  or  fraudulently 
transferred.  Failure  to  appear  may  be  punished  as  con- 
tempt of  court.  The  creditor  is  permitted  to  examine  the 
debtor  only  once,  but  may  submit  sufScient  facts  to  the  court 
that  have  been  developed  since  the  first  examination,  to  war- 
rant a  second  or  further  examination.  The  creditor  may  also 
subpcEua  third  parties  indebted  to  the  judgment  debtor  for 
questioning. 

As  a  rule,  one  of  the  first  inquiries  made  of  the  debtor  re- 
lates to  his  life  insurance.  The  purpose  is  to  discover  whether 
or  not  the  surrender  value  of  the  policy,  or  any  part  thereof, 
may  be  recovered  under  the  terms  of  the  policy,  since  it  is 
properly  part  of  the  debtor's  estate.  Another  line  of  inquiry 
seeks  to  discover  third  parties  who  owe  the  debtor  money,  or 
who  hold  property  to  which  he  has  title.  Such  assets,  includ- 
ing wages,  may  be  garnisheed  by  the  creditor.  But  in  prac- 
tice examination  in  supplementary  proceedings  has  had  lim- 
ited value.  The  debtor  has  often  been  successful  in  conceal- 
ing property  and  guarding  himself  against  conviction  for 
fraud,  if  by  no  other  means  than  by  taking  refuge  in  a  pre- 
tense of  poor  memory  or  by  refusal  to  answer  on  the  ground 
that  it  would  tend  to  degrade  or  incriminate  him. 

If  the  examination  proves  unsuccessful,  the  creditor  can  go 
no  further  for  the  moment  with  the  collection.    On  the  other 
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hand,  if  lie  discovers  concealed  assets,  the  sheriff  may  seize 
them  to  satisfy  the  judgment.  If  he  uncovers  fraudulent 
transfer  of  property,  without  sufficient  consideration,  the  court 
may  set  the  transfer  aside,  and  the  property  would  become 
available  to  satisfy  the  judgment. 

The  Contract 

The  credit  man  deals  with  obligations  resulting  from  the 
actual  sale  of  goods.  A  contract  arises  when  the  seller  either 
agrees  to  transfer  or  effects  the  transfer  of  property — ^whether 
consisting  of  goods,  credit  instruments,  or  services — ^to  the 
buyer,  for  a  consideration  called  the  price.  There  is  a  dis- 
tinction between  an  agreement  to  transfer  property  in  goods 
and  the  actual  transfer  of  that  property. 

In  order  to  be  enforceable,  a  contract  must  meet  the  follow- 
ing conditions : 

1.  It  must  be  in  writing  if  the  value  of  the  goods  exceeds 
a  specified  sum,  varying  according  to  state  laws,  unless: 

(a)  The  buyer  accepts  part  of  the  goods  and  actually  re- 
ceives them,  or  (&)  Gives  something  in  earnest  to  bind  the 
contract,  such  as  a  note  or  memorandum. 

2.  There  must  be  mutual  consent.  The  offer  made  by  the 
one  party  must  be  accepted  by  the  other.  Mere  delivery  of 
goods  by  the  seller  and  their  receipt  by  the  buyer  does  not 
constitute  acceptance.  The  buyer  accepts  only  by  taking 
some  action  in  relation  to  the  goods  which  is  inconsistent  with 
the  seller's  ownership,  or  by  retaining  possession  for  an  un- 
reasonable length  of,  time  without  giving  the  seller  notice  of 
rejection.  The  seller  may  be  notified  of  acceptance  orally  or . 
ia  writing. 

3.  The  parties  must  be  competent  to  enter  into  a  contract. 
The  status  of  contracts  with  minors  and  married  persons  was 
indicated  in  the  discussion  of  retail  credits  contained  in 
Chapter  XIX. 

4.  There  must  be  an  adequate  consideration. 

5.  The  contract  must  be  made  for  a  legal  object. 

6.  The  contract  must  be  made  without  mistake,  fraud,  or 
undue  influence. 
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Passage  of  Title 

Disputes  between  buyer  and  seller  frequently  center  around 
the  passing  of  title  to  the  goods  involved.  On  the  passing  of 
title  depend  the  legal  rights  created  by  the  parties  at  the  time 
the  contract  is  entered  into,  and  the  shifting  of  risk  of  loss 
from  seller  to  buyer.  The  general  rule  is  that  the  time  when 
title  to  the  goods  passes  depends  upon  the  intent  of  the  con- 
tracting parties  as  manifested  in  the  contract  itself.  When 
that  intent  is  vague  or  in  dispute,  it  may  be  ascertained  from 
the  conduct  of  the  parties,  the  usages  of  trade,  or  the  cir- 
cumstances surrounding  the  particular  case. 

Unless  intent  can  be  determined  otherwise  from  the  factors 
just  cited,  certain  rules  govern  the  determination  of  intent, 
which  may  be  summarized  as  follows : 

1.  With  an  unconditional  contract  to  sell  specific  goods  in  a 
deliverable  state,  title  to  the  goods  passes  to  the  buyer  when  the 
contract  is  made,  even  though  the  delivery,  or  payment,  or  both, 
are  postponed. 

2.  With  a  contract  to  sell  specific  goods,  wherein  the  seller  is 
obligated  to  do  something  to  put  them  in  a  deliverable  condition, 
title  passes  only  when  that  thing  is  done. 

3.  With  a  contract  to  sell  fungible  goods  (goods  which,  upon 
being  mixed  together,  completely  lose  their  identity  and  are  no 
longer  susceptible  to  separation  into  their  component  parts,  e.g., 
wheat),  title  to  a  fractional  part  passes  immediately  (except  in 
some  states),  making  the  buyer  a  co-owner  or  tenant  in  common. 

4.  With  a  contract  where  delivery  is  made  "on  sale  or  return" 
or  similar  terms,  title  passes  on  delivery,  but  the  buyer  may  revest 
it  in  the  seller  by  returning  or  tendering  the  goods  within  the  time 
set  in  the  contract,  or,  if  no  time  is  fixed  therein,  within  a  reason- 
able time. 

5.  With  a  contract  where  delivery  is  on  approval  or  similar 
terms,  title  passes  either : 

(o)  When  the  buyer  signifies  his  acceptance  or  performs  any 

other  act  adopting  the  transaction;  or 
(&)  When   the  buyer  retains  the   goods  without   signifying 

acceptance  or  giving  notice  of  rejection,  beyond  the  time 

fixed  for  their  return,  or,  if  no  time  has  been  set,  at  the 

expiration  of  a  reasonable  time. 

6.  With  a  contract  to  sell  C.  0.  D.  for  local  delivery,  title  does 
not  pass  until  the  goods  have  actually  been  delivered,  whereas  with 
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a  C.  0.  D.  sale  for  delivery  at  a  distance,  title  passes  on  delivery 
to  the  carrier. 

7.  With  a  contract  to  sell  by  description  unascertained  goods 
or  "future"  goods,  title  passes  when  such  goods  in  deliverable 
condition  are  unconditionally  appropriated  to  the  contract,  either 
by  the  seller  with  the  buyer's  consent,  or  by  the  buyer  with  the 
seller's  consent.  Assent  may  be  expressed  or  implied,  and  may 
begin  before  or  after  the  appropriation  occurs. 

8.  With  a  contract  requiring  the  seller  to  deliver  the  goods  to 
the  buyer,  or  to  prepay  charges  to  a  place  designated  by  the  buyer, 
title  does  not  pass  until  the  goods  have  been  delivered  to  the  buyer 
or  have  reached  the  designated  point  of  destination. 

The  Unpaid  Seller's  Lien 

Under  certain  conditions,  the  seller  can  refuse  to  deliver 
goods  which  he  has  sold  and  to  which  he  has  lost  title.  Under 
the  so-called  unpaid  seller's  lien,  the  seller  can  hold  the  goods 
as  security  for  the  fulfillment  of  the  purchaser's  obligation. 
This  right  continues  while  the  seller  has  possession  of  the 
goods  under  any  of  the  following  conditions : 

1.  The  goods  have  been  sold  without  any  stipulation  as  to  credit, 
hence  on  a  cash  basis. 

2.  The  credit  term  under  which  the  goods  were  sold  has  expired. 

3.  The  buyer  becomes  insolvent. 

In  the  last  two  cases,  it  is  the  theory  that  in  extending  credit 
the  seller  waived  his  right  of  lien  on  the  implied  condition 
that  the  buyer's  financial  and  credit  responsibility  would  re- 
main unimpaired.  When  this  implied  condition  is  breached, 
the  seller  is  privileged  to  exercise  his  right  of  lien.  This  right 
of  lien  may  be  exercised  even  though  the  seller  possesses  the 
goods  as  the  buyer's  agent  or  bailee. 

Even  though  he  has  made  part  delivery  of  the  goods,  an 
unpaid  seller  may  still  exercise  his  right  of  lien  on  the  re- 
mainder, provided  the  circumstances  under  which  he  made 
the  delivery  did  not  show  intent  to  waive  the  lien  or  right 
of  retention.  Moreover,  the  seller  may  retain  possession  of 
the  goods  while  he  is  suing  for  the  purchase  price  or  when 
he  has  obtained  a  judgment.  Otherwise,  if  he  were  obliged 
to  surrender  the  goods  upon  obtaining  the  judgment,  he  might 
exchange  valuable  goods  for  a  worthless  judgment.    But  he 
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cannot  hold  the  goods  for  any  claim  except  the  purchase 
price,  nor  can  he  hold  them  after  valid  tender  of  the  purchase 
price. 

An  unpaid  seller  loses  his  lien  on  the  goods  under  certain 
conditions : 

1.  When  he  delivers  them  to  a  carrier  or  other  bailee  for 
transmission  to  the  buyer,  without  reserving  to  himself  the  prop- 
erty in  the  goods  or  the  right  to  the  possession  thereof. 

2.  When  the  buyer  or  his  agent  lawfully  obtains  possession  of 
the  goods. 

3.  When  the  seller  waives  the  lien. 

Stoppage  in  Transit 

The  seller  loses  his  lien  when  he  voluntarily  relinquishes 
possession  of  the  goods.  He  may,  however,  revive  it  in  the 
event  that,  though  he  is  still  unpaid,  the  buyer  becomes 
insolvent.  He  is  permitted  to  stop  the  goods  in  transit,  and 
thus  regain  possession — though  not  title — of  the  goods.  He 
then  has  the  same  rights  with  respect  to  the  goods  as  he  had 
before  parting  with  them. 

Two  conditions  are  essential  to  the  exercise  of  this  right: 
the  buyer  must  be  insolvent,  and  the  goods  must  not  have 
come  into  the  buyer's  possession.  Under  the  Act,  a  buyer 
is  deemed  insolvent  who  has  either  ceased  to  meet  his  debts 
in  the  ordinary  course  of  business  or  cannot  pay  them  as  they 
fall  due.  It  matters  not  whether  he  has  committed  an  act 
of  bankruptcy  or  whether  he  is  insolvent  within  the  meaning 
of  the  Federal  Bankruptcy  Law.  With  respect  to  the  second 
condition,  goods  are  deemed  to  be  in  transit  from  the  time 
they  are  delivered  to  a  common  carrier,  either  by  land  or 
water,  or  to  other  bailee  for  transmission  to  the  buyer,  until 
the  time  of  delivery  (into  actual  or  constructive  possession) 
to  the  buyer  or  his  agent  by  the  carrier  or  other  bailee.  More- 
over, the  goods  are  also  deemed  to  be  in  transit  after  rejection 
by  the  buyer,  even  if  the  seller  has  refused  to  receive  them 
back,  and  they  continue  in  the  possession  of  the  carrier  or 
other  bailee. 

The  goods  are  no  longer  in  transit  and  the  right  of  stoppage 
ceases : 
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1.  When  the  buyer  or  his  agent  obtains  delivery  of  the  goods 
before  their  arrival  at  the  appointed  destination. 

2.  When  the  goods  have  arrived  at  the  appointed  destination 
and  the  carrier  (or  other  bailee)  acknowledges  to  the  buyer  (or 
his  agent)  that  he  holds  the  goods  on  his  behalf  and  continues  in 
possession  of  them  as  bailee  for  the  buyer  or  his  agent;  i  or 

3.  When  the  carrier  (or  other  bailee)  wrongfully  refused  to 
deliver  the  goods  to  the  buyer  or  his  agent. 

Where  the  goods  are  delivered  to  a  ship  chartered  by  the 
buyer,  it  is  a  question  to  be  determined  by  the  circumstances 
of  each  case,  whether  they  are  in  possession  of  the  shipmaster 
as  a  carrier,  or  as  agent  of  the  buyer.  In  ease  part  delivery 
has  been  made,  the  remainder  may  be  stopped  in  transit, 
unless  the  delivery  has  indicated  agreement  with  the  buyer 
to  give  up  possession  of  the  whole  of  the  goods. 

The  unpaid  seller,  in  exercising  his  right,  gives  reasonable 
notice  to  the  carrier.  The  latter  is  then  obligated  to  redeliver 
the  goods  to  the  seller  at  the  seller's  expense.  "Reasonable" 
notice  gives  the  carrier  a  reasonable  time  in  which  to  locate 
the  goods  and  put  the  stoppage  order  into  effect,  and  the 
carrier  must  use  due  care  and  diligence  in  its  effort  to  enforce 
the  order,  or  be  liable  to  the  seller  in  action  in  tort  for  con- 
version of  the  goods  or  for  breach  of  contract.  If  the  carrier 
has  issued  a  negotiable  bill  of  lading,  this  must  be  sur- 
rendered or  a  sufScient  bond  given  to  protect  the  carrier 
from  any  claim  arising  under  it.  If,  however,  the  nego- 
tiable document  of  title  has  been  transferred  in  a  sale  to  an 
innocent  purchaser  for  value  while  the  goods  are  in  the 
carrier's  hands,  and  before  the  seller  has  exercised  his  right 
of  stoppage  in  transit,  that  right  ceases.  On  the  other  hand, 
sale  while  the  goods  are  in  transit  does  not  affect  the  seller's 
right  of  stoppage  in  cases  where  no  negotiable  document  of 
title  exists. 

In  case  of  stoppage  in  transit,  rescission  of  the  original 
sale  is  not  necessarily  involved.  The  buyer  may  still  obtain 
possession  by  tendering  the  purchase  price.  If  he  fails  to 
do  so,  the  seller,  who  holds  the  goods,  may  sue  for  damages 

1  It  is  immaterial  that  a  further  destination  for  the  goods  may  have 
been  indicated  by  the  buyer. 
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sustained  through  the  buyer's  nonperformance  of  the  con- 
tract. But  if  the  seller  had  no  reasonable  ground  for  doubt- 
ing the  buyer 's  solvency  when  he  stopped  the  goods  in  transit, 
the  buyer  may  compel  delivery  and  sue  for  damages  due  to 
delay  in  delivery  and  failure  to  comply  with  the  terms  of 
the  contract. 

Right  of  Resale 

Under  stoppage  in  transit,  the  seller  merely  restores  his 
lien  upon  the  goods,  the  title  to  which  remains  in  the  buyer. 
If  the  buyer  does  not  exercise  his  right  to  tender  the  purchase 
price  within  a  reasonable  time,  the  seller  may  resell  the 
goods  to  a  third  party,  who  obtains  a  valid  title  thereto.  In 
the  resale,  the  seller  technically  acts  as  the  buyer's  agent  and 
makes  the  resale  merely  for  the  purchase  price.  He  may 
thus  hold  the  buyer  responsible  for  any  difference  between 
the  contract  price  and  the  resale  price,  although  he  is  not 
accountable  to  the  buyer  for  any  gain  arising  from  resale 
of  the  goods  at  a  profit. 

Such  right  of  resale  is  provided  by  the  Uniform  Sales  Act 
to  an  unpaid  seller  who  has  a  right  of  lien  or  has  stopped 
the  goods  in  transit,  provided  the  goods  are  of  a  perishable 
nature,  a  right  of  resale  has  been  expressly  reserved  upon 
the  buyer's  default,  or  where  default  in  payment  of  pur- 
chase price  has  existed  for  an  unreasonable  length  of  time. 
The  resale  may  be  public  or  private,  provided  merely  that 
the  seller  exercises  reasonable  care  in  making  it.  The  validity 
of  the  sale  is  not  affected  by  failure  to  give  notice  of  intention 
to  the  original  buyer,  except  in  cases  where  default  for  an 
unreasonable  length  of  time  has  existed.  In  such  cases, 
dispute  may  arise  as  to  the  existence  of  an  unreasonable 
time. 

Rescission 

The  seller  may  rescind  a  sale  under  certain  conditions.  The 
effect  of  such  action  is  to  restore  complete  title  in  the  seller, 
who  had  previously  transferred  title,  but  had  either  retained 
or  regained  possession  of  the  goods. 
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The  seller  may  exercise  his  right  of  rescission  in  the  follow- 
ing situations: 

1.  When  the  contract  has  expressly  reserved  right  of  rescission 
to  the  seller  upon  default  of  the  buyer. 

2.  When  the  buyer  has  been  in  default  in  payment  of  the  pur- 
chase price  for  an  unreasonable  length  of  time. 

3.  When  the  buyer  has  repudiated  the  contract,^  has  mani- 
fested inability  to  perform  his  obligations  thereunder,  or  has  com- 
mitted a  material  breach  thereof. 

Upon  rescission,  the  seller  revests  himself  with  the  title 
to  the  goods.  In  case  of  resale,  he  need  not  account  for  any 
profits  gained,  but  may  sue  for  damages,  including  anticipated 
profit,   sustained  by  reason   of  the   buyer's   default. 

The  buyer  must  be  notified  of  intention  to  rescind  before 
title  is  considered  to  have  passed  back  to  the  seller.  The 
seller  must  decide  the  basis  upon  which  his  action  is  justified, 
and  be  prepared  to  defend  it  if  the  buyer  brings  any  action 
against  him. 

Beplevin 

Since  title  to  property  cannot  be  obtained  by  fraud,  in 
transactions  where  the  buyer  practices  fraud  or  misrepre- 
sentation to  obtain  the  goods,  the  goods  remain  the  property 
of  the  seller  and  he  can  take  legal  measures  to  retake  or 
recover  possession  of  them.  In  legal  terms,  he  can  exercise 
his  right  of  replevin,  or,  as  it  is  sometimes  called,  right  of 
reception. 

Use  of  the  right  may  be  clarified  by  considering  the  cases 
in  which  replevin  may  occur,  as  follows: 

1.  Even  though  the  seller  voluntarily  delivered  the  goods  to  the 
buyer,  the  latter  is  guilty  of  wrongful  taking  if  he  obtains  them 
by  such  fraud  as  would  justify  the  seller  in  rescinding  the  sale. 

2.  A  debtor  who  obtained  goods  by  means  of  a  false  financial 
statement  practiced  fraud,  and  the  seller  is  entitled  to  replevin 
the  goods. 


2  Where  the  buyer  repudiates  a  contract  before  it  has  been  fully 
performed,  he  limits  his  liability  to  the  expense  incurred  by  the  seller 
prior  to  repudiation,  plus  the  proiit  to  be  derived  from  the  transaction. 
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3.  The  right  continues  even  though  the  buyer  has  become  bank- 
rupt and  his  estate  has  passed  into  the  hands  of  the  receiver  or 
trustee. 

4.  In  most  states  it  is  no  longer  necessary  to  show  that  the  buyer 
has  come  into  possession  of  the  goods  unlawfully,  but  merely 
that  the  goods  are  wrongfully  detained  by  a  fraudulent  purchaser. 

The  ovyner  of  property  wrongfully  taken  may  ptirsTie  it 
so  long  as  it  may  be  identified.  He  may  reclaim  it,  even 
though,  altered  in  form,  unless  it  has  become  annexed  to  or 
become  an  integral  part  of  some  other  commodity.'  More- 
over, if  the  property  is  sold  to  a  third  party,  who  buys  with 
notice  of  litigation  pending  in  an  action  of  replevin,  the 
latter  buys  at  his  risk.  If  judgment  is  subsequently  ren- 
dered against  the  defendant,  the  property  may  be  recap- 
tured, despite  the  fact  that  he  may  have  paid  full  value 
for  it.  Again,  in  the  event  that  a  portion  of  the  property 
has  been  destroyed,  concealed,  or  sold  by  the  defendant,  the 
seller  may  replevin  the  portions  which  can  be  located  and 
identified,  maintaining  a  separate  action  to  recover  the  value 
of  the  remainder.  The  right  of  replevin  extends  not  only 
to  goods,  but  also  to  credit  instruments  (choses  in  action). 

It  will  be  observed  that  in  several  cases  mentioned  in  the 
preceding  paragraph  the  seller  loses  his  right.  The  same  is 
true  if  the  goods  or  proceeds  fall  into  the  hands  of  a  third 
party  who  is  a  bona  fide  holder  for  full  value  and  without 
knowledge  of  the  original  purchaser's  fraud.  But  the  seller 
can  pursue  the  goods  when  the  original  purchaser  or  de- 
fendant obtained  possession  by  fraudulently  impersonating 
another  or  pretending  to  be  another's  agent,  since  in  such 
a  case  no  sale  occurred  and  no  title  passed  to  the  fraudulent 
buyer.  The  seller  may  also  lose  his  right  of  replevin  by 
waiver.  This  may  occur  when,  having  full  knowledge  of  the 
fraud  committed,  he  brings  suit  for  the  purchase  price  of 
the  goods,  instead  of  an  action  to  recover  the  goods  in  specie, 
or  when  he  accepts  payment,  a  note  or  security.    His  action 


sWhen  the  material  is  of  such  a  nature  that  actual  separation  by 
identification  is  impossible,  the  right  can  be  enforced  if  a  division  of 
equal  value  can  be  made. 
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constitutes  an  affirmation  of  the  contract  of  sale.  He  may, 
however,  proceed  with  his  replevin  action  if  he  took  any  of 
the  actions  cited  without  knowledge  of  the  fraud  that  had 
been  committed. 

To  exercise  the  right  of  replevin,  the  seller  applies  in  the 
proper  court  for  a  writ  of  replevin  specifying  the  property 
claimed  and  the  grounds  upon  which  the  claim  is  hased.  The 
writ,  when  granted,  directs  the  sheriff  or  other  officer  of 
the  court  to  seize  the  property  and  bring  it  into  court.  The 
seller  is  required  to  give  a  bond  of  indemnity,  with  sureties, 
to  return  the  goods  in  the  event  that  a  return  be  ordered, 
and  to  pay  all  costs  and  damages  if  the  action  be  wrongfully 
brought.  The  bond  is  always  for  an  amount  at  least  double 
the  value  of  the  property  or  goods.*  On  his  part,  the  de- 
fendant may  "bond  back"  the  property.  He  may  recover 
possession  by  giving  security  for  its  return  to  the  seller  in 
the  event  that  decision  is  rendered  in  the  latter 's  favor. 
But  where  the  defendant  takes  advantage  of  this  privilege, 
he  cannot  tender  the  property  afterwards  to  discharge  the 
action.  The  seller  may  obtain  the  actual  value  of  the  prop- 
erty at  the  time  it  was  replevined,  and  in  addition  he  may 
obtain  a  judgment  representing  damages  for  the  injury 
sustained. 

Attachment 

Attachment  is  a  legal  proceeding  whereby  a  lien  on  the 
debtor's  property  is  secured  for  the  benefit  and  protection 
of  his  creditors.  It  is  a  provisional  remedy  that  removes 
the  debtor's  property  from  his  control  and  places  it  in  the 
custody  of  a  sheriff  or  other  court  officer.  It  represents  an 
attempt  by  a  creditor  to  obtain  property  as  security  until 
a  judgment  can  be  obtained  and  execution  levied  upon  the 
property  attached.  As  such,  it  is  a  harsh  remedy  that  virtu- 
ally attempts  to  execute  a  judgment  before  the  court  has 
declared  the  debtor  obligated  to  pay. 

The  purpose  underlying  attachment  is  apparent.  It  seeks 
to  prevent  the  debtor  from  disposing  of  his  property,  by  sale 

*S.  F.  Brewster,  Legal  Aspects  of  Credit   (New  York,  1923),  p.  357. 
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or  otherwise,  while  a  suit  is  pending  against  him.  In  this 
way,  the  debtor  cannot  avoid  payment  and  become  execution- 
proof,  with  assets  untraceable,  after  a  judgment  has  been 
obtained. 

The  right  of  attachment  is  purely  statutory.  The  statutes 
usually  specify  in  great  detail  the  classes  of  action  in  which 
a  writ  may  be  issued.  In  most  states,  the  proceedings  are 
highly  technical,  and,  if  the  requirements  are  not  complied 
with,  may  enable  the  defendant  to  have  the  attachment 
vacated.  Thus  attachment  proceedings  are  hazardous  imless 
the  creditor  is  both  careful  in  his  proceedings  and  sure  of 
his  ground.  If  he  is  unsuccessful,  the  debtor  may  bring 
an  action  for  damages  sustained  through  the  seizure  of  his 
property  and  the  injury  to  his  business. 

Since  the  purpose  of  attachment  is  to  obtain  security  for 
payment  of  a  debt,  the  debt  must  be  declared  to  exist.  Hence 
a  suit  always  accompanies  attachment,  although  the  latter 
may  precede.  In  such  cases,  however,  jurisdiction  over  the 
attached  property  ceases  unless  suit  is  brought  within  a 
specified  period,  generally  thirty  days,  after  the  writ  of 
attachment  is  served.  The  plaintiff  is  required  in  most  states, 
prior  to  issuance  of  a  writ  of  attachment,  to  make  an  affidavit 
— either  by  himself,  his  agent,  or  attorney — and  to  give  bond 
to  cover  costs  and  damages  which  may  be  awarded  the  de- 
fendant in  case  of  wrongful  attachment.  Except  in  some 
states,  the  attachment  is  not  construed  as  wrongful  if  the 
plaintiff  had  good  cause  to  believe  the  grounds  for  attach- 
ment true ;  and  the  burden  of  proof  of  wrongful  attachment 
rests  on  the  defendant.  In  most  states,  the  defendant  is  per- 
mitted to  give  a  bond  and  obtain  release  of  the  lien  upon 
the  property. 

In  attachment  proceedings,  the  laws  of  the  state  in  which 
the  property  is  located  govern,  despite  the  fact  that  either 
plaintiff  or  defendant,  or  both,  may  be  nonresidents.  If  the 
original  levy  is  insufficient,  additional  levies  may  be  made 
from  time  to  time  until  a  sufficient  amount  of  property  has 
been  attached.  Only  property  that  can  lawfully  be  made 
subject  to  execution  should  be  attached,  but  the  property 
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need  not  be  that  procured  from  the  creditor.  Attachment 
excepts  property  not  susceptible  of  delivery  (choses  in  ac- 
tion). While  physical  possession  is  not  taken  of  property 
so  heavy  and  bulky  that  its  movement  would  entail  great 
expense,  real  estate  may  be  attached  by  having  a  notice  of 
attachment  filed  in  the  office  of  the  clerk  of  the  county  wherein 
it  lies.  If  more  than  one  attachment  is  placed  upon  the 
same  property,  attachments  are  satisfied  in  the  order  in  which 
served;  if  simultaneously  served,  the  proceeds  from  the  sale 
of  the  property  are  prorated  among  creditors.  "While  the 
debtor's  insolvency  will  not  bar  an  action  for  attachment, 
the  debtor's  bankruptcy  will  vacate  a  creditor's  lien  obtained 
within  four  months  prior  to  the  filing  of  the  petition  in 
bankruptcy  by  or  against  the   debtor. 

Despite  differences  in  state  law  on  other  phases,  the 
grounds  under  which  action  for  attachment  may  be  brought 
are  substantially  the  same  in  all  states.  In  general,  it  may 
be  observed,  the  remedy  applies  only  in  cases  where  the 
usual  methods  of  collection  available  to  the  creditor  would 
frustrate  collection.  In  most  states,  the  creditor  can  resort 
to  attachment  under  conditions  which  may  be  summarized 
as  follows: 

1.  The  debtor  is  a  nonresident  of  the  state  where  the  writ  of 
attachment  is  sought.  This  iaeludes  foreign  corporations  and  is 
one  of  the  most  usual  grounds. 

2.  The  debtor  has  departed  from  the  state  with  intent  to  defraud 
creditors  or  to  avoid  service  of  legal  process. 

3.  The  debtor  keeps  himself  concealed  within  the  state  with  Kke 
intent. 

4.  The  debtor  has  removed  property  or  is  about  to  dispose  of 
property  for  the  purpose  of  defrauding  his  creditors. 

5.  The  debtor  has  secured  property  from  the  creditor  by  fraudu- 
lent representations,  such  as  the  making  of  a  false  statement  in 
writing  regarding  his  financial  condition. 

Garnishment 

Garnishment,  like  attachment,  seeks  to  impound  funds  or 
property  to  secure  the  payment  of  a  debt.  But,  unlike 
attachment,  it  seeks  to  reach  the  rights  and  effects  of  the 
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defendant  which  are  in  the  hands  of  a  third  party.  No  lien 
is  acquired,  but  rather  a  right  to  hold  the  third  party  per- 
sonally liable  for  the  debt  and  to  restrain  him  from  paying 
the  debt  to  the  defendant.  It  has  been  said  that  for  every 
payment  that  is  enforced  by  attachment,  twenty  are  collected 
by  garnishment.^  The  right  of  garnishment,  like  that  of 
attachment,  is  essentially  statutory,  and  both  the  grounds 
for  an  action  and  the  procedure  under  it  vary  with  the  state 
in  question.  In  some  states,  the  action  is  called  "the  trustee 
process,"  in  others  "third  party  proceedings";  it  is  unknown 
in  South  Carolina,  and  in  Indiana  the  stati^te  is  reported 
ineffective. 

A  garnishee  is  regarded  as  an  innocent  person  owing 
money,  or  having  lawfully  in  his  possession  property  of 
another,  and  he  is  supposed  to  be  indifferent  as  to  who  shall 
receive  the  money  or  property.  In  the  eyes  of  the  law,  he  is  a 
mere  stakeholder,  custodian  or  trustee,  who  may  not  do  any 
voluntary  act  to  the  prejudice  of  either  the  plaintiff  or  the 
defendant  in  the  action.  If  he,  as  the  third  party,  after  he 
has  been  served  with  a  writ  of  garnishment,  transfers  any 
of  the  property  or  funds  in  his  hands  belonging  to  the  debtor, 
he  does  so  at  his  peril  and  is  in  no  wise  relieved  from  liability 
to  the  creditor.  In  this  way,  the  interest  of  the  creditor  is 
protected. 

A  nonresident  cannot  be  garnisheed,  unless  at  the  time 
he  has  in  the  state  property  of  the  defendant  in  his  hands, 
or  is  bound  to  pay  the  latter  money  or  deliver  him  goods 
within  the  state.  A  foreign  concern  either  doing  or  qualified 
to  do  business  in  the  state  is  not  treated  as  a  nonresident. 
The  general  rule  is  that  a  third  party  is  liable  as  garnishee 
if  the  principal  debtor  has  a  right  of  action  against  him. 
The  creditor  may  reach  a  bank  as  garnishee,  and  impound 
both  its  customer's  bank  account  and  his  safe  deposit  box. 
Again,  he  may  garnishee  an  employer,  although  the  amount 
so  obtg,ined  may  be  small — in  New  York,  e.g.,  only  10  per 
cent  of  the  debtor's  weekly  wage  in  excess  of  twelve  dollars 
per  week.    Garnishment  is  frequently  used  to  reach  property 

5  S.  F.  Brewster,  Legal  Aspects  of  Credit,  p.  341. 
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or  property  rights  disclosed  by  an  examination  in  supple- 
mentary proceedings. 

Under  what  conditions  to  use  the  remedy  of  garnishment, 
must  be  determined  from  the  statutes  of  the  several  states. 
Some  permit  such  an  action  to  be  brought  only  after  an 
execution  against  the  debtor  has  been  returned  unsatisfied. 
Some  make  it  effective  by  simply  serving  a  writ  of  attach- 
ment on  the  person  who  the  creditor  believes  is  holding  money 
or  property  belonging  to  the  debtor.  Many  states  limit  gar- 
nishment to  actions  on  contracts,  and  do  not  permit  it  in 
actions  in  tort,  though  others  make  no  such  distinction.  Prop- 
erty in  the  possession  of  the  garnishee  which  is  an  unliqui- 
dated or  uncertain  sum,  usually  cannot  be  garnisheed. 

The  Bulk  Sales  Law 

In  the  past,  the  dishonest  and  unscrupulous  debtor  fre- 
quently converted  his  assets  into  cash  by  selling  his  entire 
stock  in  trade  in  bulk — and  then  disappeared.  Usually  the 
assets,  upon  which  the  creditor  had  relied  in  extending  credit, 
were  transferred  for  cash  and  often  for  a  sum  much  less  than 
their  actual  value.  The  purchaser  might  be  an  innocent 
purchaser  acting  entirely  in  good  faith,  but  frequently  was 
either  cognizant  of  the  intended  fraud  or  was  an  actual 
confederate.  "Whatever  the  method,  the  result  was  that  the 
assets  were  removed  beyond  reach  of  the  creditors,  who  at 
best  could  look  only  to  cash,  more  easily  concealed  and  dis- 
sipated, if  the  debtor  had  not  already  taken  his  departure. 
To  meet  this  evil,  bulk  sales  laws  have  been  enacted  in  every 
state  and  the  District  of  Columbia,  due  largely  to  the  sponsor- 
ship of  the  National  Association  of  Credit  Men. 

The  purpose  of  these  laws  is  to  prevent  secret  sales  of 
goods  in  bulk.  They  require  the  purchaser  to  notify  the 
seller's  creditors,  five  or  more  days  in  advance,  that  sale, 
transfer,  or  assignment  is  to  occur.  If  he  fails  to  do  so, 
his  title  to  the  assets  is  defective.  In  other  words,  the  creditors 
are  either  placed  upon  warning  to  take  such  measures  as 
lie  open  to  them  to  protect  their  interests,  or  else,  if  not 
warned  through  notification  of  the  sale,  they  continue  to  have 
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the  right  to  levy  upon  the  assets  to  satisfy  their  claims.  The 
law  makes  no  attempt  to  prevent  the  sale,  since  this  would 
be  unconstitutional,  nor  does  it  give  additional  rights  or 
remedies  against  the  debtor,  other  than  to  keep  him  under 
surveillance. 

Classes  of  Laws 

Bulk  sales  laws  differ  somewhat  in  their  provisions,  and 
fall  roughly  into  four  groups.  Typical  of  the  largest  group, 
found  in  thirty-three  states,^  is  the  New  York  statute,  which 
is  reproduced  in  fuU. 

Personal  Property  Law.  Section  44.  1.  The  sale,  transfer  or 
assignment  in  bulk  of  any  part  or  the  whole  o£  a  stock  of  mer- 
chandise, or  merchandise  and  of  fixtures  pertaining  to  the  con- 
ducting of  the  business  of  the  seller,  transferrer  or  assignor,  other- 
wise than  in  the  ordinary  course  of  trade  and  in  the  regular  prose- 
cution of  said  business,  shall  be  void  as  against  the  creditors  of 
the  seller,  transferrer  or  assignor  unless  the  seller,  transferrer  or 
assignor  shall  at  least  five  days  before  the  sale  make  a  full  and 
detailed  inventory,  showing  the  quantity  and,  so  far  as  possible 
with  the  exercise  of  reasonable  diligence,  the  cost  price  to  the 
seller,  transferrer  or  assignor  of  each  article  to  be  included  in  the 
sale;  and  unless  the  purchaser,  transferree  or  assignee  demand 
and  receive  from  the  seller,  transferrer  or  assignor  a  written  list  of 
names  and  addresses  of  the  creditors  of  the  seller,  transferrer,  or 
assignor  with  the  amount  of  the  indebtedness  due  or  owing  to 
each  and  certified  by  the  seller,  transferrer  or  assignor  under  oath 
to  be  a  full,  accurate  and  complete  list  of  his  creditors  and  of  his 
indebtedness,  and  unless  the  purchaser,  transferee  or  assignee  shall 
at  least  five  days  before  taking  possession  of  such  merchandise  or 
merchandise  and  fixtures,  or  pa3dng  therefor,  notify  personally 
or  by  registered  mail  every  creditor  whose  name  and  address  are 
stated  in  said  list,  or  of  which  he  has  knowledge,  of  the  proposed 
sale  and  of  the  price,  terms  and  conditions  thereof. 

2.  Sellers,  transferrers  and  assignors,  purchasers,  transferees 
and  assignees  under  this  section,  shall  include  corporations,  asso- 
ciations, co-partnerships  and  individuals.     But  nothing  contained 

8  Alabama,  Arkansas,  Colorado,  Delaware,  Illinois,  Indiana,  Iowa, 
Kansas,  Maine,  Massachusetts,  Michigan,  Minnesota,  Mississippi,  Mis- 
souri, Nebraska,  New  Hampshire,  New  Mexico,  New  York,  New  Jersey, 
North  Carolina,  North  Dakota,  Ohio,  Oklahoma,  Rhode  Island,  South 
Carolina,  South  Dakota,  Tennessee,  Texas,  Vermont,  Virginia,  West 
Virginia,  Wisconsin,  Wyoming. 
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in  this  section  shall  apply  to  general  assignments  for  the  benefit 
of  creditors,  to  sales  by  executors,  administrators,  receivers,  trus- 
tees in  bankruptcy,  assignees  under  a  voluntary  assignment  for  the 
benefit  of  creditors  or  any  officer  under  judicial  process. 

3.  Any  purchaser,  transferee  or  assignee  who  shall  not  conform 
to  the  provisions  of  this  section  shall  upon  application  of  any  of 
the  creditors  of  the  seller,  transferrer  or  assignor  become  a  receiver 
and  be  held  accountable  to  such  creditors  for  all  the  goods,  wares, 
merchandise  and  fixtures  that  have  come  into  his  possession  by 
virtue  of  such  sale,  transfer  or  assignment;  Provided,  however, 
that  any  purchaser,  transferee,  or  assignee,  who  shall  conform  to 
the  provisions  of  this  act  shall  not  be  held  in  any  way  accountable 
under  this  section  to  any  creditor  of  the  seller,  transferrer  or  as- 
signor or  to  the  seller,  transferrer  or  assignor  for  any  of  the  goods, 
wares,  merchandise  or  fixtures  that  have  come  into  the  possession 
of  such  purchaser,  transferee  or  assignee  by  virtue  of  such  sale, 
transfer  or  assignment. 

Lien  Law.  Section  230  a.  Every  mortgage  or  conveyance  in- 
tended to  operate  as  a  mortgage  upon  a  stock  of  merchandise  in 
bulk  or  any  part  thereof,  or  upon  merchandise  and  fixtures  per- 
taining to  the  conduct  of  the  business  of  the  mortgagor,  shall  be 
void  as  against  the  creditors  of  the  mortgagor,  unless  the  mortgagor 
shall  at  least  five  days  before  the  execution  of  such  mortgage  make 
a  full  and  detailed  inventory,  showing  the  quality,  and  so  far  as 
possible  with  the  exercise  of  reasonable  diligence,  the  cost  price 
to  the  mortgagor  of  each  article  to  be  included  in  the  mortgage; 
and  unless  the  mortgagee  demand  and  receive  from  the  mortgagor 
a  written  list  of  names  and  addresses  of  the  creditors  of  the  mort- 
gagor specifying  the  amount  due  or  owing  to  each  and  certified 
by  the  mortgagor  under  oath  to  be  a  full,  accurate  and  complete 
list  of  his  creditors,  and  of  his  indebtedness;  and  unless  the  mort- 
gagee shall  at  least  five  days  before  the  execution  of  such  mortgage 
notify  personally  or  by  registered  mail  every  creditor  whose  name 
and  address  is  stated  in  such  list,  or  of  which  he  has  knowledge 
of  the  proposed  mortgage  and  the  terms  and  conditions  thereof. 

The  salient  features  of  the  statutes  in  this  group  are  these : 

1.  The  sale  is  void  as  against  the  seller's  creditors  unless 
the  purchaser  and  the  seller,  at  least  five  days  before  the 
sale,  make  a  detailed  inventory  showing  the  quantity  and 
cost  price  of  each  article  involved. 

2.  The  purchaser  must  demand  and  receive  from  the  seller 
a  written  list  of  the  names  and  addresses  of  the  latter 's 
creditors  and  the  amount  due  each,  certified  under  oath  by 
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the  seller  as  full,  accurate  and  complete,  both  as  to  creditors 
and  indebtedness. 

3.^  The  purchaser,  at  least  five  days  before  taking  pos- 
session or  paying  for  the  goods  and  fixtures,  must  notify 
each  creditor  on  the  list  of  the  proposed  sale,  prices,  terms, 
and  other  conditions,  either  personally  or  by  registered  mail. 

4.  The  purchaser  who  conforms  to  these  requirements 
receives  a  title  to  assets  taken  over  which  the  creditors  cannot 
attack,  nor  has  he  any  responsibility  for  payment  of  their 
claims.  But,  if  he  fails  to  comply,  upon  application  of  any 
creditor,  he  becomes  a  receiver  accountable  to  the  creditors 
for  goods  and  fixtures  coming  into  his  possession  by  virtue 
of  the  sale. 

The  second  group,  composed  of  ten  states^  and  the  District 
of  Columbia,  contains  the  general  features  of  the  New  York 
law,  but  makes  some  additional  requirements.  The  purchaser 
must  see  that  the  proceeds  of  the  sale  are  applied  to  the 
payment  of  the  seller's  debts  to  his  creditors.  The  seller 
who  knowingly  or  willfully  furnishes  a  false  list  of  creditors 
to  the  purchaser  is  guilty  of  a  misdemeanor.  Noncompli- 
ance with  the  statute  makes  the  sale  both  fraudulent  and 
void,  but  no  action  to  invalidate  the  sale  can  be  commenced 
by  creditors  more  than  ninety  days  after  the  consummation 
thereof. 

The  third  group,  composed  of  two  states,^  has  statutes 
similar  to  those  of  the  second  group.  They,  however,  omit 
the  requirement  that  notice  of  sale  be  given  the  seller's 
creditors.  But  they  require  that  the  purchaser  pay,  or  that 
he  be  responsible  that  the  purchase  money  is  applied  to 
payment  of  bona  fide  creditors'  claims,  as  set  forth  in  the 
verified  statement  furnished  him  by  the  seller. 

The  fourth  group,  composed  of  three  states,^  has  a  some- 
what different  type  of  law.  It  applies  only  to  those  who  buy 
and  sell  goods  in  small  quantities,  and  while  it  requires  no 
personal  notice  to  creditors,  it  stipulates  that  notice  of  the 

7  Florida,  Georgia,  Idaho,  Kentucky,  Louisiana,  Maryland,  Nevada, 
Oregon,  Pennsylvania,  Utah. 

8  Washington  and  Montana. 

9  Arizona,  California,   Connecticut. 
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proposed  sale  be  recorded  at  least  fourteen  days  before  it 
occurs.  The  creditor  wbo  subscribes  to  a  large  mercantile 
agency  would  receive  notice  from  it  of  the  recording.  Non- 
conformity with  the  statute  by  the  purchaser,  of  course, 
renders  the  sale  void  as  against  creditors. 

Some  Problems  under  the  Bulk  Sales  Law 

A  number  of  other  questions  arise  in  connection  with  the 
interpretation  of  the  statutes.  The  general  features  alone 
will  be  indicated  here.  To  ascertain  the  exact  situation  in 
any  one  state,  its  statute  must  be  consulted,  together  with 
the  decisions  of  its  courts  thereunder. 

The  statutes  apply  to  sales  "in  bulk"  or  "the  whole  or  a 
major  part"  or  "more  than  half"  of  a  stock  of  goods.  The 
sale  must  be  made  other  than  in  the  ordinary  course  of 
trade,  as  determined  by  the  usual  method  of  disposing  of 
goods  employed  by  the  particular  merchant.  Fixtures,  while 
not  construed  as  part  of  the  stock  of  goods,  are  specifically 
included  in  most  states. 

The  law  is  usually  held  to  apply  to  those  engaged  in  buy- 
ing and  selling  merchandise  for  profit,  either  as  wholesalers 
or  retailers,  but  not  to  manufacturers.  It  usually  excludes 
farmers,  garage  owners,  bakers,  restaurant  owners,  pool  or 
billiard  parlor  owners,  and  shoemakers.  Any  creditor  at 
the  time  of  the  sale,  whether  for  merchandise  or  not,  can 
bring  an  action  under  the  law.  In  many  states,  however, 
he  has  no  redress  if  his  name  is  omitted  from  the  list  of 
creditors.  In  other  states,  as  noted  in  the  preceding  section, 
a  penalty  attaches  to  sellers  who  knowingly  make  a  false 
statement  or  list  of  creditors.  Still  others  require  the  pur- 
chaser to  see  that  the  purchase  price  is  distributed  ratably 
among  the  seller's  creditors. 

The  law  usually  does  not  apply  to  sale  by  auction.  Some 
states,  however,  regard  a  chattel  mortgage  as  a  sale  in  bulk, 
so  that  the  mortgagee  can  insure  his  claim  against  other 
creditors  only  by  complying  with  the  law.  Some  states,  too, 
regard  the  incorporation  of  a  business  as  a  sale  in  bulk  to 
the  corporation. 
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Bemedies  of  Creditors  under  the  Law 

There  are  two  outstanding  practical  advantages  of  the 
Bulk  Sales  Law.  First,  it  provides  a  warning  to  creditors 
to  watch  their  interests.  Second,  it  puts  the  burden  of  proof 
upon  the  defendant  in  cases  where  a  creditor  seeks  to  set 
aside  sales  of  goods  as  fraudulent.  The  creditor  merely 
needs  to  show  that  the  sale  took  place  without  conforming 
to  the  requirements  of  the  Bulk  Sales  Law,  while  the  de- 
fendant is  obliged  to  prove  that  the  sale  was  bona  fide.  Only 
where  the  purchaser  could  show  that  the  purchase  was  made 
for  approximately  fair  value,  without  fraud  of  any  kind, 
would  the  goods  be  released  and  the  creditor  lose  his  case. 
In  such  cases,  the  sale  was  presumptively  fraudulent  and 
voidable,  even  though  the  statute  used  the  word  "void." 
Some  states,  however,  go  so  far  as  to  make  the  sale  absolutely 
void  for  nonconformity,  and  the  presumption  raised  is  not 
rebuttable  by  the  purchaser  in  bulk. 

The  use  of  the  laws  varies  according  to  the  different  statutes 
and  the  remedies  provided  therein.  The  statute  may  provide 
for  an  exclusive  remedy.  When  it  does  not,  the  seller  can 
usually  avail  himself  of  any  remedy  for  "fraudulent  con- 
veyance." The  courts  have  held  that  the  following  remedies 
may  be  employed :  ^° 

1.  Execution  levied  directly  against  the  property  transferred  in 
the  hands  of  the  purchaser  as  if  no  sale  had  taken  place,  in  case 
the  claim  had  been  reduced  to  judgment. 

2.  Garnishment  proceedings. 

3.  Attachment  on  the  ground  of  fraud  (not  permitted  in  New 
York,  New  Jersey,  and  Vermont). 

4.  Eeeeiver,  accounting  and  injunction. 

The  first  three  have  already  been  described,  while  the  fourth 
means  that  the  purchaser  received  the  goods  in  trust  for  the 
creditors,  to  whom  he  is  accountable  for  the  merchandise 
or  its  proceeds. 

In  states  where  bulk  sales  are  absolutely  void  for  non- 
conformity with  the  statute,  if  proper  notice  has  been  given 

10  Credit  Manual  of  Commercial  Laws,  1930,  pp.  323-324. 
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by  the  purchaser  and  possession  of  the  stock  has  not  been 
taken  within  the  number  of  days  specified  by  statute,  the 
creditors  may  obtain  the  goods  by  attachment  or  other  legal 
process,  even  though  the  vendee  has  already  paid  the  pur- 
chase price.  But  if  he,  having  given  proper  notice,  has  taken 
possession  prior  to  the  expiration  of  the  specified  number 
of  days  required  for  notice,  the  creditors  may  subject  the 
money  in  the  purchaser's  hands  to  payment  of  their  claims. 
If  the  act  has  not  been  complied  with,  creditors  may,  within 
a  specified  period,  apply  to  the  court  for  appointment  of  a 
receiver  or  for  declaration  that  the  vendee  is  a  trustee  for 
their  benefit.  Debts  are  then  ascertained,  assets  sold,  and 
proceeds  distributed  among  the  creditors. 

Selected  Eefeeences 

Beokman,'  T.  N. — Credits  and  Collections  in  Theory  and  Practice 

(2nd  ed.,  New  York,  McGraw-Hill,  1930),  Chap.  XXVII. 
Beewstee,   S.  F. — Legal  Aspects   of   Credit    (New  York,   Eonald 

Press,  1923),  Chaps.  IV,  V,  XXIV-XXIX. 
Beisco,  N.  a.— Bet  ail  Credit  Procedure  (New  York,  Prentice-Hall, 

1929),  Chap.  XII,  pp.  275-280. 
Chapin,    a.    r. — Credit    and    Collection   Principles    and   Practice 

(New  York,  McGraw-Hill,  1929),  Chap.  XXV,  pp.  393-396). 
Credit  Manual  of  Commercial  Laws,  1930,  pp.  282-336. 
Ettingbe,  E.  p.,  and  Golieb,  D.  E. — Credits  and  Collections  (rev. 

ed..  New  York,  Prentiee-HaU,  1926),  Chap.  XXVI. 
Young,   E.    T.— Industrial    Credits    (New   York,    Harper,    1927), 

Chap.  XVI. 


CHAPTER  XXV 

TREATMENT  OF  INSOLVENT  DEBTORS 

Discussion  of  the  collection  problem  in  the  preceding  chap- 
ter has  been  pursued  on  the  assumption  that  the  debtor 
either  could  pay  if  he  would,  or  could  be  made  to  pay  if  he 
would  not.  Moreover,  the  situation  has  in  general  been  dis- 
cussed from  the  point  of  view  of  the  single  creditor.  But 
in  most  cases  there  are  several  creditors  with  similar  interests. 
Beyond  a  certain  point,  lack  of  cooperation  between  them 
would  merely  jeopardize  the  claims  of  all,  especially  when, 
as  is  often  the  case,  the  debtor  is  in  some  measure  insolvent. 
The  present  chapter  and  the  two  succeeding  will  deal  with 
cases  which  call  for  concerted  action  by  all  the  creditors, 
rather  than  independent  action  by  individual  creditors.  They 
will  consider  the  legal  devices  available,  as  well  as  the  special 
facilities  to  be  used  through  adjustment  bureaus. 

Insolvency  and  Its  Treatment 

The  term  insolvency  is  used  in  two  connotations.  The 
first  is  well  illustrated  in  the  Uniform  Sales  Act.  It  regards 
as  insolvent  a  person  who  has  either  ceased  to  pay  his  debts 
in  the  ordinary  course  of  business,  or  else  cannot  pay  his 
debts  as  they  become  due.  The  second  considers,  not  cur- 
rent debt  payment,  but  sufficiency  of  assets.  It  is  illustrated 
by  the  Bankruptcy  Act,  which  deems  a  person  insolvent 
"whenever  the  aggregate  of  his  property  shall  not,  at  a  fair 
valuation,  be  sufficient  to  pay  his  debts. ' '  ^ 

Insolvency  in  actual  practice  varies  widely  with  different 
debtors.  A  mild  form  of  insolvency  is  the  case  of  a  house  of 
excellent  reputation,  which  becomes  temporarily  insolvent. 
Such  a  debtor  would  not  admit  actual  insolvency,  and  its 

iln  a  sense,  this  distinction  harks  back  to  the  familiar  one  be- 
tween immediate  liquidity  and  ultimate  solvency.  A  concern  which 
is  "land  poor"  or  has  been  guilty  of  excessive  plant  expansion  falls 
under  the  first  category. 
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creditors  would  not  think  of  it  in  that  light  until  the  insol- 
vency became  chronic  and  really  serious.  They  would  merely 
employ  their  collection  department's  facilities  to  handle  the 
case.  As  insolvency  increases  in  seriousness,  collection  de- 
partments become  more  insistent,  shipments  are  withheld, 
and  creditors  may  institute  legal  actions  to  compel  payment. 
Some  debtors  nevertheless  manage  to  continue  in  business 
for  years  under  such  conditions,  and  occasionally  rely  upon 
fraudulent  actions  to  aid  them.  In  all  but  temporary  situa- 
tions, creditors  find  concerted  action  preferable  to  protect 
their  interests. 

Two  courses  of  action  are  open  to  creditors.  If  the  condi- 
tion of  the  embarrassed  concern  is  not  serious,  and  a  remedy 
is  possible,  a  program  of  rehabilitation  is  devised  and  the 
debtor  assisted.  On  the  other  hand,  if  the  condition  is  serious, 
partial  or  total  liquidation  may  be  decided  upon  instead.  In 
general,  it  may  be  observed,  both  debtor  and  creditor  defer 
action  too  long.  The  debtor  struggles  along  hoping  that 
things  will  improve,  while  his  creditors  remain  unaware  of 
the  existence  of  the  insolvency  until  it  has  reached  too  ad- 
vanced a  stage.  It  should  be  noticed  that  various  legal 
processes  may  be  used,  whether  rehabilitation  or  liquidation 
be  selected.^ 

The  embarrassed  debtor  finds  it  advantageous  to  preserve, 
as  far  as  possible,  the  good  will  of  his  creditors.  The  creditors 
often  need  the  debtor's  assistance  in  order  to  salvage  as 
much  as  possible  from  what  is  at  best  a  bad  situation.  From 
a  purely  selfish  point  of  view,  therefore,  both  gain  by  work- 
ing together.  This  selfish  appeal  serves  to  reenforce  another 
type  of  appeal ;  that  is,  the  obligation  of  the  debtor  to  protect 
his  creditors  as  far  as  lies  in  his  power,  and  the  obligation 
of  the  creditors  to  aid  the  unfortunate  debtor,  with  whom 
they  have  done  a  profitable  business  over  a  series  of  years. 
Court  action,  which  is  expensive,  should  be  reserved  for  cases 
involving  fraud,  crime,  or  complicated  legal  questions.    Other 

2  A  bankruptcy  receiver  may  even  be  in  control  of  a  corporation 
while  its  creditors  and  security  holders  through  their  committees  work 
out  a  reorganization  plan. 
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cases  can  be  settled  more  satisfactorily  by  friendly  arrange- 
ments of  constructive  character  providing  for  the  debtor's 
rehabilitation. 

Causes  of  Insolvency 

Inasmuch  as  the  method  followed  depends  largely  upon  the 
reasons  underlying  the  insolvency,  it  is  desirable  at  this  point 
to  consider  the  causes  of  insolvency.  Some  debtors  will  delib- 
erately try  to  mislead  creditors  as  to  the  causes,  or  do  not 
know  the  real  cause  of  their  difficulties. 

There  is  no  specific  analysis  of  insolvencies  in  terms  of  the 
factors  underlying  the  credit  risk  discussed  in  Chapter  IV. 
The  Bradstreet  Company  prepares  annually  an  analysis  of 
business  failure  statistics  for  the  United  States  and  Canada, 
which  classifies  failures  according  to  the  causes  producing 
them.^    These  causes  it  divides  into  two  groups: 

Due  to  faults  of  those  failing: 

Incompetence   (irrespective  of  other  causes) 

Inexperience    (■without  other  incompetence) 

Lack  of  capital 

Unwise  credits 

Speculation  (outside  regular  business) 

Neglect  of  business  (due  to  doubtful  habits) 

Personal  extravagance 

Fraudulent  disposition  of  property 

Not  due  to  faults  of  those  failing: 

Specific  conditions  (disaster,  war,  floods,  etc.) 
Failures  of  others  (of  apparently  solvent  debtors) 
Competition 

The  importance  of  the  second  class  of  factors  is  seen  in  the 
fact  that  failures  vary  considerably,  though  with  some  lag, 
in  accordance  with  business  conditions. 

The  actual  data  for  1929  and  1928  are  as  follows: 

3  A  failure  is  defined  as  one  that  involves  some  loss  to  creditors  of 
individuals,  iirms,  or  corporations  engaged  in  ordinary  commercial 
operations.  It  excludes  failures  of  professional  men,  stock  brokers, 
and  real  estate  dealers,  but  includes  suspensions,  even  though  only  tem- 
porary, of  banks  and  other  financial  institutions.  See  the  agency's 
Annual  Survey  of  Business  Failures  and  Causes. 
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Causes  of  Insolvency 


United  States,  per  cent 

Canada,  per  cent 

Causes 

Number 

Liabilities 

Number 

Liabilities 

1929 

1928 

1929 

1928 

1929 

1928 

1929 

1928 

Incompetence   .... 

Inexperience   

Lack  of  capital . . . 
Unwise  credits. . .  . 
Failures  of  others 
Extravagance   .... 

Neglect 

Competition    

Specific   conditions 

Speculation 

Fraud  

31.4 

4.9 

37.2 

2.1 

1.5 

.5 

.9 

3.9 

15.6 

.3 

1.7 

31.4 

4.8 

35.8 

1.3 

1.3 

.4 

.8 

3.6 

17.7 

.2 

2.7 

18.1 
2.2 

33.1 

7.5 

7.8 

.4 

.4 

2.2 

25.1 
1.2 
2.0 

18.9 

2.3 

34.4 

2.3 

3.7 

.3 

.4 

2.4 

31.4 

.6 

3.3 

24.4 

7.6 

34.6 

5.6 

.5 

.8 

1.1 

6.5 

15.0 

.8 

3.1 

23.0 

4.9 

37.8 

6.1 

.4 

.5 

1.9 

8.1 

14.0 

.5 

2.8 

15.4 
5.1 

44.8 

5.8 

.7 

1.1 

.7 

5.4 

15.3 
1.7 
4.0 

9.1 
1.7 

53.1 
5.7 
1.8 
.8 
2.7 
5.8 

17.3 

.5 

1  5 

Total  failures  in  the  United  States  were  19,703  in  1929  and 
20,373  in  1928,  with  respective  liabilities  of  $628,047,146 
and  $518,088,698,  while  total' Canadian  failures  were  2,101 
in  1929  and  1,873  in  1928,  with  respective  liabilities  of 
$32,062,600  and  $36,537,566.  In  1930,  24,209  failures  occurred 
in  the  United  States  with  liabilities  of  $1,485,591,679,  and 
2,479  failures  in  Canada,  with  liabilities  of  $46,023,945. 

A  classification  prepared  from  the  credit  man's  point  of 
view  is  as  follows:* 


Usual 
1 
2 
3, 
4, 


Indolence,  neglect,  or  lack  of  initiative 
Unwise  credits  or  poor  coUeetions 
Overtrading  on  his  capital 
Too  heavy  operating  expense 

5.  Too  large  drawing  accounts 

6.  Too  many  interested  parties 
Extraordinary 

1.  Sickness 

2.  Death  of  partner 

3.  Failure  in  some  collateral  investment 

4.  Liability  on  accommodation  paper 

5.  Fire  and  floods 

6.  Unexpected  failure  of  large  customers 

7.  Embezzlement  by  trusted  employee 


*S.  F.  Brewster,  Legal  Aspects  of  Credit   (New  York,  1923),  p.  530. 


TREATMENT  OF  INSOLVENT  DEBTORS        581 

It  is  true,  as  Dewing  points  out,=  that  fundamental  causes 
of  failure  should  be  carefully  distinguished  from  superficial 
causes  or  conditions,  and  from  outward  signs.  Primarily, 
a  business  fails  "because  the  managers  do  not  possess  the 
necessary  intuitive  skill,  foresight,  initiative,  perseverance, 
and  intellectual  power  to  compel  its  success."  But  four 
fundamental  economic  causes,  in  Dewing 's  view  (as  a  student 
of  financial  reorganizations),  are  included  with  this  last 
stated  reason.  These  causes  are:  excessive  and  destructive 
competition  (rarely  present  in  manufacturing  business) ; 
unprofitable  expansion  (especially  pronounced  in  fairly  suc- 
cessful corporations  with  a  relatively  large  margin  of  profit 
based  on  a  small  output,  or  unusual  capacity  to  borrow 
money) ;  change  in,  or  sudden  cessation  of,  public  demand 
for  the  commodity  (too  large  to  cover  by  setting  aside  re- 
serves from  periods  of  large  profits  to  meet  losses  during 
periods  of  restricted  demand) ;  and  distribution  of  capital 
as  ostensible  profit  (by  payment  of  capital  charges  in  excess 
of  earnings).  Yet  other  more  superficial  causes  are  usually 
advanced  to  explain  failures,  and  of  these  a  most  familiar 
one  is  "lack  of  working  capital."  The  latter  develops  in 
the  following  manner.  The  operation  of  the  fundamental 
cause  extends  over  a  long  period  and  the  corporation  strug- 
gles along,  perhaps  with  security  financing  and  resort  to 
questionable  accounting  practice.  The  decline  in  the  posi- 
tion of  its  securities  forces  recourse  to  banks,  and,  when  they 
stop  lending,  to  mercantile  creditors,  until  finally  the  load 
of  accumulated  obligations  becomes  so  unwieldy  as  to  force 
confession  of  insolvency,  which  is  then  ascribed  to  lack  of 
working  capital.  While  floating  debt  rises,  external  signs  of 
impending  difficulty  appear,  such  as  difficulty  in  raising  addi- 
tional funds,  even  at  increased  rates  of  interest,  and  a  rapid 
unexplained  decline  in  the  market  price  of  its  securities,  if 
listed  on  the  exchanges.  These  signs  indicate  a  gradual 
weakening  of  credit,  and  competitors  of  a  weak  industrial, 

5  A.  S.  Dewing,  The  Fmanoial  Policy  of  Corporations  (rev.  ed.,  New 
York,' 1926),  pp. 
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it  is  said,  apprehend  trouble  long  before  tbe  general  public 
or  even  the  banks  become  suspicious. 

Extensions 

An  extension  agreement  is  the  least  drastic  method  of 
dealing  with  a  debtor  who  cannot  meet  his  obligations.  It  is 
effected  by  the  debtor  with  all  or  the  majority  of  his  creditors, 
and  does  not  favor  any  particular  one.  Extension  postpones 
legally  the  time  for  pasdng  accounts  to  some  future  date 
agreed  upon  by  the  debtor  and  his  creditors.  The  debtor 
receives  the  benefit  of  additional  time,  while  the  creditors 
relinquish  their  right  to  take  immediate  steps  against  him. 
They  do  this  in  the  hope  that  the  debtor  during  the  period 
granted  will  be  able  to  rehabilitate  himself  sufficiently  to  meet 
the  obligations  as  they  fall  due  under  a  new  agreement. 

When  the  debtor  approaches  his  important  creditors  for  an 
extension,  they  should  consider  carefully  three  principal  fea- 
tures of  his  case : 

1.  Honesty  of  the  debtor.  This  is  most  important,  for,  if  in- 
tegrity and  reliability  are  absent,  an  extension  merely  gives  the 
debtor  additional  opportunity  to  perpetrate  fraud  upon  the  inno- 
cent creditors. 

2.  Ability  and  strength  of  the  debtor.  The  debtor  must  have 
sufficient  financial  strength  and  be  sufficiently  competent  to  extri- 
cate himself  from  his  difficulties.  In  other  words,  has  the  debtor 
suflScient  capacity  as  well  as  character? 

3.  Beason  for,  and  seriousness  of,  the  debtor's  embarrassment. 
Certain  causes  external  to  Ms  business,  such  as  storm,  flood,  tor- 
nado, earthquake,  and  crop  failure  cast  no  reflection  upon  him. 
But  other  causes,  such  as  lack  of  working  capital  or  capital  tied 
up  in  real  estate,  receivables,  or  merchandise,  may  cast  doubt  upon 
his  ability  though  not  his  honesty. 

In  the  light  of  these  three  features,  the  creditors  can  judge 
whether  or  not  the  extension  will  accomplish  its  purpose. 
They  should  not  accede  unless  the  debtor  has  a  plan  that 
promises  success,  or  unless  they  can  point  to  the  cause  of  the 
trouble  and  develop  a  way  out,  for  too  often  extension  is 
merely  followed  by  liquidation.  They  must  remember  that 
the  debtor  asking  for  an  extension  exposes  his  real  condition 


TREATMENT  OF  INSOLVENT  DEBTORS       583 

and  impairs  his  credit  in  all  markets.  It  shuts  off  his  credit 
in  new  markets,  so  that  the  creditors  who  have  signed  the 
agreement  are  under  the  necessity  of  supplying  him  with  new 
merchandise.  The  current  debts  should  be  put  on  a  prompt 
payment  basis  and  the  debtor  held  closely  to  this  requirement. 

An  agreement  by  creditors  among  themselves  and  with  the 
debtor  that,  in  consideration  of  all  the  creditors'  forbearance, 
they  will  support  the  extension,  is  legally  binding  upon  all 
parties  to  it.  This  consideration  is  sufficient,  whereas  a  simplei 
promise  by  an  individual  creditor  to  his  debtor  would  not  be 
binding  without  other  consideration.  No  one  creditor,  unless 
released  by  the  others,  then  has  the  right  to  demand  payment 
before  the  extension  has  expired.  It  may  be  noted  that  wheri 
the  creditor  accepts  a  note,  or  the  debtor  gives  acceptable 
security  or  obtains  a  guarantor,  sufficient  legal  consideration 
is  established.  But  before  granting  an  extension,  the  creditor 
should  be  certain  that  there  is  no  guarantor  who  would  be 
released  if  he  were  not  notified  of,  and  did  not  consent  to,  the 
extension. 

No  creditor  can  be  compelled  to  sign  the  extension  agree- 
ment, and  no  creditor  who  does  not  sign  is  bound  by  it. 
Small  creditors  who  insist  upon  an  immediate  settlement  are 
sometimes  paid  in  full.  The  larger  creditors  are  then  in  better 
position  to  control  the  situation.  In  certain  eases,  the  agree- 
ment may  be  made  binding  on  those  who  sign  if  a  certain 
percentage  in  both  number  and  amount  of  claims  have  as- 
sented, and  the  debtor  may  pay  off  nonassenting  creditors. 
The  agreement  is  usually  consummated  on  the  part  of  the 
creditors  by  some  individual  or  bureau  to  whom  they  have 
assigned  their  claims.  He  acts  as  adjuster  and  enters  into  a 
trust  agreement  with  the  debtor.  Thus  he  is  in  a  position  to 
dictate  if  he  represents  all  the  creditors,  and  the  unification 
of  claims  through  him  holds  the  creditors  in  line.  The  debtor 
may  retain  full  control  of  his  business,  or  it  may  be  continued 
by  the  adjuster  or  under  his  supervision. 

The  extension  agreement  usually  calls  for  payment  in  in- 
stallments, generally  represented  by  notes.  Each  of  the  series 
of  notes  should  contain  a  provision  that  upon  default  of  any 
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one  the  balance  becomes  due  immediately.®  Otherwise,  each 
note  must  be  sued  upon  separately  as  it  falls  due,  and  the 
litigation  is  likely  to  consume  the  debtor's  equity  in  his  busi- 
ness and  leave  little  to  meet  later  notes. 

Compositions 

An  extension  may  not  be  justified,  even  in  the  case  of  a 
worthy  debtor.  This  obtains  chiefly  because  of  his  financial 
condition;  e.g.,  if  he  has  an  actual  deficit,  or  only  a  small 
surplus  of  assets,  if  the  assets  are  largely  fixed  in  nature,  or 
if  his  affairs  are  badly  involved.  Extension  in  such  cases 
would  merely  serve  to  postpone  more  drastic  action,  the 
debtor's  condition  during  the  extra  time  granted  going  from 
bad  to  worse.  When  this  is  the  case,  the  debtor  sometimes 
arranges  a  "composition  settlement"  with  his  creditors, 
whereby  he  satisfies  them  in  part  and  is  enabled  to  continue 
in  business. 

A  composition  is  a  contract  between  the  debtor  and  his 
creditors  (not  necessarily  all)  whereby  each  of  the  creditors, 
in  consideration  of  a  promise  to  do  likewise,  agrees  to  release 
the  debtor  from  the  entire  debt  upon  receiving  partial  pay- 
ment thereof.  In  other  words,  each  creditor  releases  the 
debtor  from  a  stated  percentage  of  his  indebtedness,  settling 
the  claim  at  an  agreed  percentage  of  its  face  value.  The  con- 
tract may  require  cash  payment,  note  settlement,  or  a  combi- 
nation of  both.  The  "common  law  composition,"  as  it  is 
called,  differs  from  the  "composition  settlement  in  bank- 
ruptcy," discussed  in  the  next  chapter.  The  former  repre- 
sents in  effect  a  discharge  or  release,  resulting  from  mutual 
consent  and  valuable  consideration,  and  not  by  operation  of 
law,  as  with  bankruptcy  compositions. 

The  agreement  may  be  a  formal  instrument  under  seal,  or 
a  simple  written  instrument.  It  may  specify  the  conditions 
under  which  it  becomes  effective,  which  serve  to  bind  signing 
creditors.  Otherwise  all  creditors  would  be  required  to  sign, 
and  any  signing  creditor  might  seek  to  set  the  agreement  aside 

8  This  is  also  true  in  composition  settlements,  discussed  in  the  fol- 
lowing section. 
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on  the  ground  it  was  obtained  by  fraud.  A  proposed  com- 
position settlement,  however,  can  sometimes  be  forced  upon 
obdurate  creditors  if  a  large  number  have  agreed.  Suit  is 
filed  in  the  Federal  court  by  three  or  more  creditors  to  have 
the  debtor  adjudged  a  bankrupt.  Before  adjudication,  the 
debtor  requests  a  creditors'  meeting  to  submit  terms  of  com- 
promise and  to  effect  an  adjustment.  Bankruptcy  proceed- 
ings are  stayed  while  the  meeting  is  called.  The  debtor  is 
examined  and  submits  his  terms,  to  which  a  majority  in  num- 
ber and  amount  of  creditors  agree.  An  application  is  made 
to  the  court  to  confirm  the  adjustment  and  thus  give  the  debtor 
relief  without  adjudging  him  a  bankrupt.  The  experienced 
credit  man  insists,  however,  that  the  funds  be  furnished  or 
satisfactorily  secured  before  he  votes  to  accept  any  such 
proposition. 

The  settlement  is  usually  brought  about  on  the  debtor's 
initiative.  Directly  or  through  his  attorney,  he  submits  a 
proposition  to  his  creditors.  He  may  present  it  to  the  credi- 
tors individually,  or  at  a  general  meeting  of  creditors  which 
he  calls  for  the  purpose  of  submitting  his  offer.  On  the 
other  hand,  a  creditor  who  has  investigated  the  debtor's  affairs 
may  call  a  meeting  of  creditors  to  consider  what  action  should 
be  taken  and  the  creditor  may  take  the  initiative  in  proposing 
a  composition  settlement.  A  settlement  is  facilitated  if  the 
claims,  as  with  an  extension,  are  assigned  to  a  committee  or 
to  a  single  adjuster,  who  negotiates  with  the  debtor.  Es- 
pecially when  the  creditors  are  numerous,  it  is  often  difficult 
to  effect  a  settlement,  since  some  will  be  disgruntled  and 
insist  on  full  payment. 

To  the  creditor,  the  composition  settlement  may  be  justified 
on  two  grounds : 

1.  Monetary  return.  The  debtor's  offer  may  represent  a 
prompt  and  satisfactory  settlement,  without  the  time,  trouble, 
worry,  and  expense  incident  to  bankruptcy  proceedings. 
When  the  offer  is  accepted,  the  business  is,  in  effect,  liquidated 
by  selling  the  assets  to  the  present  proprietor.  He  is  the 
most  logical  purchaser,  to  whom  the  assets  can  be.  sold  for 
the  largest  amount  and  at  the  lowest  cost.    If  assets  of  the 
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business  equal  80  per  cent  of  its  liabilities,  liquidation  by- 
law, which  the  creditors  (who  theoretically  own  the  assets) 
can  force,  would  dissipate  them  considerably  because  of  the 
expense  of  liquidation,  so  that  25  per  cent  would  probably  be 
the  maximum  dividend  in  bankruptcy.  The  creditors  woidd 
clearly  find  it  advantageous  to  accept  a  40  per  cent  offer  by 
the  debtor  in  such  a  case. 

2.  Justice  to  the  honest  and  competent,  though  unfortunate 
debtor.  Such  a  debtor  is  entitled  to  consideration  and  assist- 
ance. On  the  other  hand,  there  should  be  no  bargaining  with 
a  dishonest  debtor.  This  may  be  expensive  in  the  immediate 
case,  but  will  prove  profitable  in  the  long  run,  since  such 
debtors  will  avoid  a  creditor  who  has  a  reputation  for  prose- 
cuting fraudulent  debtors.  In  fact,  neither  creditor  nor 
debtor  should  drive  too  hard  a  bargain.  An  advantageous 
bargain  for  the  debtor  cheats  his  creditors,  and  invites  others 
to  try  the  same  procedure,  while,  vice  versa,  too  great  pres- 
sure by  the  creditors  handicaps  the  debtor,  so  that  sooner  or 
later  he  will  either  have  to  effect  another  cheaper  settlement 
or  go  out  of  business.  Too  great  leniency  or  too  great  harsh- 
ness defeats  its  purpose. 

Assignments 

If  an  extension  is  deemed  inadvisable  and  no  terms  of  com- 
position can  be  agreed  upon,  several  other  courses  are  open: 

1.  The  debtor  may  make  a  legal  assignment. 

2.  An  equity  receiver  may  be  appointed. 

3.  A  bankruptcy  receiver  may  be  appointed. 

Instead  of  undertaking  these  steps  themselves,  creditors  may 
cooperate  through  an  adjustment  bureau,  which  will  decide 
upon  the  exact  procedure. 

An  assignment  for  the  benefit  of  creditors  is  a  voluntary 
transfer  by  a  debtor,  generally  insolvent,  of  his  property  to 
another  in  trust,  to  apply  upon  the  payment  of  his  debts.  By 
means  of  it,  the  debtor  may  select  what  form  liquidation  of 
his  business  shall  take.  Or,  since  assignment  constitutes  an 
act  of  bankruptcy,  the  debtor  may  thereby  force  a  petition  in 
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bankruptcy  to  be  filed  without  voluntarily  filing  one  himself. 
General  assignments  should  be  distinguished  from  partial  as- 
signments which  convey  only  a  portion  of  the  debtor's  prop- 
erty, and  from  special  assignments  which  convey  some  specific 
article  or  class  of  property,  directly  to  favored  creditors. 
Practically  every  state  has  enacted  legislation  governing  as- 
signments for  the  benefit  of  creditors.  The  assignee  is  limited 
by  the  terms  of  the  instrument  by  which  he  is  named  and 
by  the  statute  of  the  state.  The  various  state  laws,  while 
by  no  means  uniform,  give  an  insolvency  judge  practically  all 
the  powers  vested  in  a  court  of  equity. 

In  theory,  at  least,  assignment  possesses  certain  advantages 
possessed  by  no  other  method  of  liquidation.  Less  publicity 
attaches  to  it  than  to  bankruptcy  proceedings ;  notice  to  credi- 
tors alone  is  required;  and  otherwise  the  administration  is 
practically  private.  More  may  be  realized  from  the  assets 
by  a  competent  assignee  who  is  free  to  use  business  methods, 
than  can  generally  be  realized  from  the  sale  of  the  assets  by 
those  methods  prescribed  in  the  bankruptcy  law.  It  is  within 
the  discretion  of  the  creditors  to  permit  the  assignee  to  con- 
tinue the  business  and  await  favorable  markets  in  which  to 
dispose  of  the  assets.  There  is  no  definite  time  limit  within 
which  settlement  must  be  made,  although  in  some  states  the 
judge  may  grant  an  order  directing  the  assignee  to  show 
cause  within  a  specified  number  of  days  why  a  sale  of  the 
assets  should  not  occur  or  dividends  should  not  be  paid  and 
a  settlement  reached.  In  any  event,  however,  forced  sale, 
with  its  attendant  great  discount,  is  not  necessary.  Besides 
the  greater  sum  realized  from  a  sale  of  the  assets,  liquidation 
may.  be  accomplished  more  efficiently  and  at  less  expense. 

On  the  other  hand,  assignment  is  subject  to  certain  serious 
handicaps  or  limitations.  In  the  first  place,  the  assignee  is 
the  appointee  of  the  debtor.  In  some  states,  the  debtor  is  not 
required  to  consult,  much  less  obtain  the  consent  of,  his 
creditors  to  the  appointment,  unless  the  judge  can  be  shown 
that  the  assignee  selected  is  neither  qualified  nor  capable  of 
serving  in  that  capacity.  Of  course,  it  is  true  that  one  of  the 
creditors  is  frequently  named  as  assignee,  or,  if  the  assign- 


588  CREDIT  AND  ITS  USES 

ment  does  not  name  one,  he  is  selected  by  the  court.  Never- 
theless, creditors  often  feel  that  the  assignee  may  be  the  tool 
of  the  debtor,  who  can  then  control  the  procedure  for  his 
own  gain,  and  hence  they  may  withhold  their  confidence.  A 
second  objection  is  to  the  uncertainty  of  the  trusteeship.  As- 
signment constitutes  an  act  of  bankruptcy,  so  that  a  suspicious 
creditor  may  promptly  file  a  petition  in  bankruptcy.  Because 
of  the  reduced  expenses  involved  in  administration  under 
assignment  as  contrasted  with  bankruptcy,  few  creditors  will, 
however,  file  the  petition  if  an  honest  debtor  makes  an  assign- 
ment to  an  equally  honest  and  capable  assignee.  The  fact 
should  not  be  overlooked  that  creditors  who  have  assented  to 
the  assignment  are  estopped  from  filing  a  petition  in  bank- 
ruptcy. 

A  third  weakness  lies  in  the  lack  of  uniformity  found  in 
the  laws  of  the  various  states.  Some  states  provide  for  the 
discharge  of  the  debtor  from  his  debts,  but  it  is  effective  only 
as  against  creditors  within  the  state  and  not  against  those 
without.  In  most  states,  however,  the  debtor  is  not  dis- 
charged, except  in  so  far  as  his  creditors  may  voluntarily  give 
him  a  discharge.  Complications  result  because  of  the  fact 
that  assets  and  creditors  in  a  large  failure  are  scattered  among 
several  states,  each  of  which  makes  different  requirements. 
Furthermore,  the  Federal  Bankruptcy  Act  supersedes  any 
state  law. 

Assignment  Procedure 

Several  general  requirements  must  be  met  in  order  that  an 
assignment  may  be  valid.  The  principal  purpose  is  to  afford 
a  more  effective  protection  for  creditors.  The  requirements 
may  be  sketched  in  order  as  follows: 

1.  The  instrument  ordinarily  has  two  schedules  appended : 
one  of  the  property  conveyed  to  the  assignee,  the  other  a  list 
of  the  assignor's  creditors  for  whose  benefit  the  assets  are 
appropriated.  Written  instruments  are  expressly  required 
by  statute  where  real  property  is  subject  to  the  assignment. 

2.  Proper  execution  of  the  assignment  is  next  required,  in 
accordance  with  the  requirements  of  the  state  law. 
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3.  Recording  the  instrument  in  the  office  of  the  county 
clerk,  or  other  officer  within  the  time  specified  in  the  state  law, 
is  then  required.  In  New  York  the  schedules  must  be  ffled 
within  twenty  days,  and  the  assignee  can  obtain  an  order 
from  the  Supreme  Court  or  County  Court  to  compel  the 
debtor  to  supply  the  necessary  data.  If  the  assignee  then 
fails  to  ffle  the  papers  within  the  time  allowed  by  the  court, 
any  creditor  can  apply  for  his  removal. 

4.  The  assignment  must  be  delivered  to  the  assignee  in 
order  to  make  the  act  valid.  Otherwise,  it  may  be  void  and 
fraudulent  against  judgment  creditors. 

5.  Delivery  of  the  property  itself  to  the  assignee  must 
accompany  or  follow  the  delivery  of  the  assignment.  Other- 
wise, the  transfer  may  be  held  void  and  fraudulent  against 
creditors. 

6.  If  assignment  is  made  directly  to  the  creditors,  their  as- 
sent is  required;  but  it  is  not  required  if  the  assignment  is 
made  to  a  trustee  for  the  benefit  of  creditors  who  are  not 
parties  to  the  agreement.  Assent  may  be  indicated  either  by 
formal  consent  or  acceptance  of  the  benefits  of  the  trust,  and 
is  generally  required  only  of  creditors  sufficient  in  number 
and  amount  of  liabilities  to  cover  the  value  of  the  assets 
assigned. 

7.  The  assignee,  after  executing  a  bond  guaranteeing  faith- 
ful performance  of  his  trust,  gives  public  notice  of  the  assign- 
ment to  the  creditors  if  required  by  the  state  law,  usually 
by  advertising  an  invitation  to  file  claims.  In  the  absence 
of  a  statute,  he  must  give  notice  and  a  reasonable  oppor- 
tunity to  file  claims.  The  creditors  may  accept  the  provisions 
of  the  assignment  by  signing  the.  instrimient  (if  they  are 
parties  to  it),  presenting  their  claims,  or  notifying  the  as- 
signee of  intention  to  accept.  Or  they  may  disregard  the 
assignment  entirely,  and  proceed  to  enforce  their  claim  as 
though  it  had  never  been  made.  Finally,  judgment  creditors 
who  had  not  previously  confirmed  the  assignment  by  receiving 
a  benefit  under  it,  may  institute  proceedings  to  have  it  set 
aside  as  void  and  fraudulent.  In  fact,  they  will  usually  adopt 
the  third  rather  than  the  second  course  in  cases  where  they 
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regard  the  assignment  as  void  and  fraudulent  against  them. 

The  duties  of  the  assignee  are  to  collect,  preserve,  and  dis- 
tribute the  assets  assigned,  without  preference  other  than 
prescribed  by  law  or  by  the  instrument  of  assignment.  He  is 
to  take  proper  steps  to  collect  the  debts  and  dispose  of  the 
property  assigned,  at  the  earliest  time  possible  consistent  with 
the  creditors'  best  interests,  and  is  limited  as  to  the  time 
for  which  he  may  continue  the  business.  He  must  act  in  good 
faith  in  making  a  sale,  and  exercise  reasonable  diligence  and 
prudence.  "While  sale,  unless  otherwise  provided  in  the  in- 
strument, may  be  public  or  private,  it  is  preferable  first  to 
offer  the  property  at  private  sale '  and  then,  if  necessary,  at 
auction.  Deducted  from  the  first  sum  obtained  from  the  sale 
are  the  expenses,  which  include  reasonable  compensation  for 
the  assignee,  similar  to  that  allowed  to  trustees,  guardians,  and 
executors.*  Receipt  of  compensation  is  entirely  contingent 
upon  performance  of  the  duties  of  the  office.  The  assignee  next 
distributes  among  the  creditors  the  sums  remaining  in  his 
hands,  without  unreasonable  delay.  He  may  make  one  pay- 
ment, or  several  successive  dividend  payments.  Order  of  pay- 
ment and  amounts  due  are  established  from  the  schedule  of 
creditors  attached  to  the  assignment,  the  assignor's  books,  or 
court  direction  upon  motion  or  bill  in  equity  by  the  assignee. 
Any  surplus  remaining  in  the  assignee's  hands  after  aU 
creditors  entitled  to  participate  have  been  satisfied,  is  turned 
over  to  the  assignor. 

The  next  step  is  for  the  assignee  to  make  his  final  account- 
ing of  all  transactions,  receipts,  and  disbursements  to  the 
assignor  and  the  creditors.  In  most  states,  he  must  present 
his  accounts  to  the  court  for  examination  and  approval  before 
obtaining  a  discharge  from  the  trust.     Unless  the  creditors 

7  Buyers  of  bankruptcy  stocks  in  job  lots  and  storekeepers  may  pur- 
chase the  goods,  or,  if  the  business  is  continued,  the  stock  may  grad- 
ually be  sold  at  retail.  The  latter  has  the  disadvantage  of  requiring 
new  purchases  from  time  to  time  to  replenish  stock,  and  creditors  must 
wait  until  all  or  most  of  the  goods  are  sold  before  receiving  dividends. 

8  In  New  York  he  receives  not  over  5  per  cent  of  the  entire  amount 
which  comes  into  his  hands  (unless  the  aggregate  commission  is  less 
than  two  hundred  dollars,  when  the  court  may  allow  up  to  that  sum), 
in  addition  to  an  extra  sum  paid  for  continuing  the  business. 
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receive  an  accounting,  they  may  compel  it  by  filing  a  bill  in 
equity,  and  holding  the  assignee  liable  for  the  value  of  the 
property  sold.  The  final  step  is  to  close  the  trust  and  secure 
a  release  from  further  liability  on  the  debts  covered  by  the 
assignment.  The  time  is  fixed,  either  by  the  instrument  or 
by  the  lapse  of  a  reasonable  period.  In  states  where  assignors 
may  be  discharged  from  further  liability,  the  discharge  is 
usually  granted  on  the  assignor's  petition  and  upon  the  con- 
sent of  creditors  owning  a  specified  percentage  of  the  debts 
owing  to  all  those  creditors  that  reside  in  the  United 
States. 

Equity  Receiverships 

Where  some  measure  of  general  protection  is  required  for 
the  debtor  or  his  creditors,  or  both,  yet  the  remedies  obtain- 
able in  the  law  courts  are  inadequate,  the  statutes  provide 
for  the  appointment  of  an  equity  receiver.  Composition  may 
be  unnecessary  because  the  debtor  may  possess  sufficient  assets 
to  meet  his  liabilities  if  given  time  to  liquidate  them;  and, 
for  the  same  reason,  the  debtor  refuses  to  make  an  assignment 
for  the  benefit  of  his  creditors.  The  equity  receivership  re- 
sembles the  extension  in  that  it  defers  the  date  of  payment, 
but  establishes  a  moratorium  not  limited  to  a  fixed  time  and 
which  remains  in  force  at  the  discretion  of  the  court.  It  re- 
sembles the  assignment  by  providing  a  receiver  who  is  pre- 
sumed to  be  a  disinterested  third  party.  The  equity  receiver 
takes  charge  of  the  property  as  custodian  under  control  of 
the  court,  and  as  a  rule  continues  the  business,  often  with  the 
cooperation  of  the  creditors  or  a  creditors'  committee.  He 
is  discharged  when  the  need  for  a  receivership  is  over  and 
when  the  business  has  been  liquidated  or  successfully  re- 
organized. 

The  object  sought  by  the  appointment  of  an  equity  receiver 
is  to  preserve  the  estate  of  the  debtor  for  the  creditors  during 
readjustment,  reorganization  or  litigation  which  is  to  decide 
the  rights  of  litigant  parties,  or  to  establish  a  virtual  mora- 
torium on  behalf  of  the  debtor.  The  receiver  may  be  ap- 
pointed on  the  application  of  either  the  debtor  or  one  or  more 


592  CREDIT  AND  ITS  USES 

creditors.^  Without  good  cause,  the  court  will  neither  remove 
the  debtor  from  the  conduct  of  his  business  nor  deprive  the 
creditor  of  his  right  of  action  at  law  to  enforce  his  claims. 
There  are  four  general  classes  of  cases  in  which  a  court  will 
appoint  a  receiver. 

1.  When  there  is  no  person  competent  by  reason  of  interest,  or 
otherwise,  to  take  the  custody  and  management  of  the  property 
which  constitutes  the  subject  matter  of  litigation. 

2.  When,  although  all  of  the  parties  may  be  equally  entitled  to 
possession  and  control  of  the  property,  still  it  is  not  proper  that 
any  of  them  should  have  possession  or  control  of  it. 

3.  When  the  person  holding  the  property  occupies  a  position 
of  trust  relation  and  is  violating  his  fiduciary  duties. 

4.  When,  after  the  rendition  of  a  judgment  or  decree,  the  ordi- 
nary processes  of  the  court  cannot  carry  the  judgment  or  decree 
into  effect.!" 

To  warrant  the  appointment  of  a  receiver,  it  is  essential 
that  the  plaintiff  should  show : 

1.  Either  a  clear  legal  right  in  himself  to  the  property,  or  that 
he  has  some  lien  on  it,  or  that  it  constitutes  some  special  fund  out 
of  which  he  is  entitled  to  have  his  demand  satisfied. 

2.  That  possession  of  the  property  was  obtained  by  the  defend- 
ant through  fraud,  or  that  the  property  itself,  or  the  income  there- 
from, is  in  danger  of  loss  from  neglect,  waste,  misconduct,  or 
insolvency  of  the  defendant. 

Equity  receivers  are  of  two  classes,  Federal  and  state. 
When  a  state  court  of  equity  appoints  a  receiver,  he  can  take 
possession  of  property  only  within  the  state,  since  that  alone 
is  in  the  court's  jurisdiction.  Property  located  in  another 
state  must  be  made  subject  to  an  ancillary  receiver  appointed 
by  a  court  of  that  state.  The  several  state  courts  may  appoint 
the  same  receiver  or  different  receivers.  A  Federal  court  may, 
instead,  appoint  a  receiver  in  equity  on  petition  addressed  to 
the  United  States  District  Court.  To  give  it  jurisdiction,  at 
least  one  of  the  petitioning  creditors  must  be  a  citizen  of  a 

9  When  tlie  creditors  applying  for  a  receiver  learn  of  the  debtor's 
true  condition  at  the  hearing  on  the  application,  they  not  infrequently 
agree  to  an  extension  and  thus  save  the  expense  of  a  receivership. 
Brewster,  op.  cit.,  p.  481. 

10  H.  G.  Tardy,  Smith  on  Receivers  (New  York,  1920),  p.  23. 
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different  state  than  the  debtor,  and  the  petition  must  repre- 
sent claims  exceeding  $3,000.  Any  creditor  may  intervene  by 
filing  notice  of  intervention,  and  is  then  entitled  to  notice  of 
all  subsequent  proceedings.  The  Federal  receiver  supersedes 
a  state  receiver  who  may  have  been  appointed. 

The  equity  receiver  should  be  a  disinterested  party,  acting 
for  the  benefit  of  both  owner  and  creditors.  He  should  have 
some  knowledge  of  the  line  of  business  for  which  he  is  ap- 
pointed receiver.  At  times,  the  court  appoints  more  than  one 
receiver,  and  in  such  cases  one  of  the  receivers  is  often  the 
owner,  a  partner,  or  an  ofScer  of  the  corporation.  A  principal 
creditor  might  also  be  appointed.  The  creditors  often  help 
to  manage  the  business  or  cooperate  closely  with  the  manage- 
ment. 

Conduct  of  the  Equity  Receivership 

The  equity  receiver  is  an  officer  of  the  court,  subject  to  its 
control.  His  discretionary  powers  are  limited.  On  questions 
of  policy  and  outside  the  ordinary  matters  of  management 
and  operation,  he  must  apply  to  the  court  for  authority  and 
direction,  but  he  is  liable  for  any  fraud  or  negligence  of  his 
own  which  causes  injury  to  the  property  under  his  care.  He 
is  usually  bonded  in  an  amount  fixed  by  the  court  and  deter- 
mined by  the  value  of  the  property  involved. 

While  receivership  does  not  change  materially  the  legal 
rights  of  creditors,  it  does  suspend  these  rights.  A  creditor 
may  not  enforce  his  legal  rights  without  express  permission 
of  the  court.  If  he  brings  an  action  in  one  court  against  a 
receiver  appointed  by  another  court,  without  the  latter  court's 
consent,  he  is  guilty  of  contempt  of  court.  Even  though  the 
creditor  may  incur  damage  through  the  delay,  it  is  held  that 
justice  requires  recognition  of  the  theory  that  the  rights  of 
all  creditors  are  superior  to  the  interests  of  the  individual 
creditor.  Suit  may  be  permitted  to  test  the  validity  of  a 
doubtful  claim.  Creditors  have  the  right  to  examine  all  books, 
documents,  and  papers  in  the  receiver's  hands. 

A  debt  contracted  by  a  receiver  who  is  continuing  the  busi- 
ness is  binding  upon  the  business,  provided  that  he  is  acting 
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strictly  within  tlie  powers  granted  him  by  the  court.  He  is 
protected  in  any  act  done  under  the  order  of  the  court  and 
according  to  its  direction,  and  the  court  order  under  which 
he  acts  will  be  a  complete  defense  to  personal  liability  in  any 
action  or  proceeding.  A  contract  should  not  be  entered  into 
with  a  receiver  until  the  creditor  is  satisfied  that  there  are 
sufficient  assets  to  meet  the  liabilities  which  he  in  his  ofScial 
capacity  is  assuming. 

The  equity  receiver  is  required  to  account  strictly  to  the 
court  for  all  receipts  and  disbursements.  Without  the  court's 
authorization,  he  is  permitted  to  make  no  expenditures  which 
will  seriously  diminish  the  funds  intrusted  to  him.  The  re- 
ceiver's responsibility  does  not  cease  until  he  is  discharged 
by  the  court.  The  fees  allowed  the  receiver  and  his  attorney 
are  fixed  by  the  court,  although  some  states  regulate  them  by 
law.  In  consequence,  there  appears  to  be  considerable  diver- 
gence in  different  cases.  The  amount  allowed  frequently 
exceeds  the  fees  allowed  in  bankruptcy. 

No  discharge  of  the  debtor  from  his  debts  or  liabilities  can 
be  obtained  under  either  Federal  or  state  equity  receivership. 
The  creditor's  right  against  the  debtor  continues  after  the 
termination  of  the  receivership. 
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CHAPTER  XXVI 

BANKEUPTCY 

Bankruptcy,  as  we  understand  it  to-day,  is  the  legal  process 
whereby  an  ipsolvent  debtor's  assets  are  seized  and  equitably 
distributed  among  his  creditors,  and  he  is  then  discharged 
from  further  liability.  For  some  years,  bankruptcy  legisla- 
tion in  the  United  States  has  been  under  active  discussion  and 
further  change  in  its  provisions  is  likely,  both  to  simplify  pro- 
cedure and  to  remedy  abuses  that  have  arisen.  Administra- 
tion is  necessarily  highly  technical,  to  deal  with  the  innumer- 
able situations  that  arise,  despite  its  simplicity  of  general  plan 
and  purpose.  On  its  part,  the  commercial  world  has  gone  far 
in  grappling  with  the  treatment  of  insolvent  debtors  and  has 
developed  adjustment  bureaus  for  settling  cases  without  the 
publicity,  expense,  and  delay  incident  to  formal  bankruptcy 
proceedings.  The  present  chapter  considers  bankruptcy  legis- 
lation, the  succeeding  one  the  work  of  these  adjustment  bu- 
reaus. 

Development  of  Bankruptcy  Legislation^ 

Until  recent  times,  creditors  have  exhibited  a  harsh  and  un- 
feeling attitude  toward  debtors.  Despite  the  Mosaic  doctrine 
of  a  release  by  the  creditor  every  seven  years,^  other  peoples 
of  antiquity  had  far  different  views.  Draco's  codification  of 
existing  Greek  practice  in  dealing  with  debtors,  about  620 
B.C.,  provided  that  a  debtor  might  suffer  even  death  or  slavery, 
and  his  family,  as-  well,  might  be  enslaved.  The  Twelve 
Tables  of  the  Romans,  enacted  about  459  B.C.,  gave  creditors 
the  right  to  chop  "the  debtor's  body  into  proportionate 
shares."  They  also  provided  imprisonment,  with  periodic 
exposure  in  the  market  place  in  stocks  and  chains,  in  order  to 
arouse  the  sympathy  of  friends  and  relatives,  who  might  thus 

1  For  historical  details  see  F.  R.  Noel,  A  History  of  the  Bankruptcy 
Clause  of  the  Constitution  of  the  United  States  of  America  (1918). 

2  Deuteronomy,  15 : 1,  2. 
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be  prevailed  upon  to  pay  the  man's  debts.  The  later  Roman 
Cessio  Bonorum  of  Julius  Cssar  provided  that  the  debtor 
might  surrender  his  property  to  his  creditors,  and  later  gave 
the  debtor  who  assisted  in  the  civil  wars  a  discharge  from 
the  unpaid  portion. 

Bankruptcy  laws  were  found  in  medieval  times.  From 
some  of  the  Italian  states,  they  passed  to  France  and  England. 
It  is  now  generally  conceded  that  bankruptcy  laws  are  an 
outgrowth  of  the  commercial  system,  their  development  from 
the  very  earliest  stages  being  prompted  by  the  requirements 
of  commerce.  The  first  English  Bankruptcy  Act  was  passed 
in  1542  during  the  reign  of  Henry  VIII.  It  was  directed 
against  fraudulent  debtors  and  reflected  the  attitude  of  the 
propertied  classes  who  controlled  the  courts  and  legislation. 
The  debtor's  property  was  to  be  divided,  but  he  was  not  dis- 
charged, being  thrown  into  prison  instead.  The  law  was 
limited  to  traders.  In  1670,  however,  an  insolvency  statute 
was  enacted  in  order  to  empty  the  prisons.  It  applied  to  non- 
traders,  being  a  voluntary  act  of  the  debtor  and  giving  him 
his  freedom  if  imprisoned,  but  continuing  his  obligation  to  his 
creditors.  The  drastic  character  of  early  laws  for  the  pro- 
tection of  creditors  is  explained  by  the  fact  that  many  debtors 
depended  upon  their  daily  wages  for  their  subsistence.  Hence 
the  creditor's  right  of  action  against  the  debtor's  property 
possessed  little  significance  and  the  surrender  of  the  debtor's 
person  was  considered  necessary.  As  England  began  to  grow 
as  a  great  trading  nation,  however,  the  severity  of  the  laws 
was  lessened,  in  order  to  encourage  enterprise.  The  principles 
of  the  English  bankruptcy  law  have  been  used  as  the  basis 
of  similar  statutes  adopted  by  other  nations,  their  adoption 
being  coincident  with  marked  commercial  expansion. 

Bankruptcy  legislation  in  the  United  States  is  based  upon 
the  authority  conferred  upon  Congress  in  the  Constitution, 
which  provides  in  Article  I,  Section  8,  that  "The  Congress 
shall  have  power  to  establish  uniform  laws  on  the  subject  of 
Bankruptcy  throughout  the  United  States."  Acting  under 
this  power.  Congress  has  on  four  occasions  enacted  bank- 
ruptcy laws,  the  administration  of  debts  in  the  intervening 
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periods  being  committed  to  the  diverse  bankruptcy  systems 
adopted  by  the  different  states.  Bach  of  these  Federal  acts 
was  passed  to  meet  conditions  arising  from  financial  or  in- 
dustrial crises.  The  first  act  was  passed  April  4,  1800,  and 
repealed  December  19,  1803 ;  the  second  was  not  enacted  until 
after  the  panic  of  1837,  which  created  a  considerable  debtor 
class.  It  was  passed  August  19,  1841,  and  repealed  March  3, 
1843.  The  third,  which  was  passed  March  2,  1867,  had  a 
longer  though  stiU  limited  life,  being  repealed  June  7,  1878. 
It  was  far  more  thorough  than  either  of  its  predecessors.  Al- 
most from  the  time  of  its  repeal,  the  great  majority  of  the 
commercial  interests  of  the  country  favored  adoption  of  a  new 
national  bankruptcy  act.  Their  efforts  culminated  July  1, 
1898,  in  the  enactment  of  the  fourth  act,  which  is  still  in 
force,  despite  movements  to  have  it  repealed.  It  was  amended 
in  1903,  1906,  1910,  1917,  1922,  and  1926. 

While  all  the  states  have  enacted  insolvency  laws,  these  re- 
main inoperative  while  the  Federal  act  exists.  But  the  latter 
does  not  preclude  the  right  to  make  a  general  assignment  for 
the  benefit  of  creditors,  although  it  does  suspend  statutes  pro- 
viding for  the  discharge  of  a  debtor  from  further  liability 
upon  the  assignment  of  his  property  for  the  benefit  of  the 
creditors.  The  discussion  in  the  present  chapter  is,  therefore, 
based  throughout  upon  the  Federal  Bankruptcy  Act. 

Underlying  Theory 

Bankruptcy  legislation,  as  it  has  developed,  serves  a  number 
of  distinct  purposes.  These  may  be  summarized  by  stating 
that  present  laws  relate  to  an  equitable  distribution  of  the 
assets  of  an  estate  among  all  the  creditors,  and  the  debtor's 
discharge  from  his  liabilities  (provided  he  has  not  been  guilty 
of  misconduct)  so  that  he  may  again  embark  in  business  life 
untrammeled  by  a  burden  of  debts.  Thus  the  legislation  bene- 
fits the  creditor,  the  debtor  and  the  community  at  large.  It 
is  beneficial  and  humanitarian;  "it  aims  at  justice  tempered 
with  mercy,  and  bespeaks  the  mutual  helpfulness  of  the  weak 
and  the  strong  in  business."  * 

3  A.  p.  Chapin,  Credit  and  Collection  Principles  and  Practice  (New 
York,  1929),  p.  434. 
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The  bankruptcy  law  aims  to  safeguard  the  creditors'  in- 
terests. It  seeks  to  provide  a  just  distribution  of  the  bank- 
rupt's assets  among  them,  prescribing  the  procedure  by  which 
the  debtor's  assets  shall  be  applied  to  the  creditors'  claims. 
It  seeks  to  prevent  preferences  and  to  secure  a  fair  and 
equitable  division  of  the  estate  among  all  the  creditors.  It, 
therefore,  holds  other  legal  means  of  collection  in  abeyance 
and  protects  the  interests  of  the  creditors  as  a  whole. 

For  the  honest  debtor,  relief  is  given.  This  is  fair  to  the 
honorable  merchant  who  may  be  ruined  without  being  actually 
at  fault.  A  debtor  who  has  turned  over  his  property  to  his 
creditors,  as  specified  by  law,  has,  therefore,  discharged  his 
legal — though  not  his  moral — obligation  to  them.  What  he 
henceforth  produces  is  legally  his,  and  thus  he  has  an  incen- 
tive to  begin  anew.  Otherwise,  he  would  feel  that  his  future 
was  mortgaged,  and  rehabilitation  would  be  almost  impos- 
sible. 

The  public  at  large  is  also  benefited.  Credit  may  be  ex- 
tended with  greater  confidence,  and  this  promotes  industry. 
The  debtor  is  encouraged  to  remain  a  producer. 

There  are  minor  purposes,  which  are  in  effect  means  by 
which  these  three  major  purposes  can  be  accomplished.  They 
are  as  follows: 

1.  To  establish  judicially  the  insolvency  of  debtors. 

2.  To  provide  the  means  for  locating  and  collecting  the  debtor's 
property. 

3.  To  provide  for  the  uniform  administration  of  insolvent  es- 
tates, by  furnishing  the  means  for  taking  their,  administration  out 
of  the  hands  of  state  courts. 

4.  To  provide  remedies  and  punishments  to  insure  the  orderly 
administration  of  bankrupt  estates,  according  to  the  intention  of 
the  law. 

Applicability  of  the  Law 

Bankruptcy  may  be  voluntary  or  involuntary.  In  the 
former  ease,  the  debtor  himself  requests  that  the  court  ad- 
judge him  bankrupt,  while,  in  the  latter,  his  creditors  force 
him  into  bankruptcy  against  his  wiU.  The  expense  of  the 
proceedings  (in  addition  to  the  stigma)  effectively  bars  small 
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debtors,  and  it  is  unusual  for  any  one  to  make  voluntary- 
application  unless  he  is  insolvent  and  is  being  harassed  by 
his  creditors. 

Four  classes  of  corporations,  however,  may  not  become 
bankrupts.  They  are  municipal,  railroad,  insurance,  and 
banking  corporations.  "When  insolvent,  they  are  handled  by 
courts  of  equity,  and  are  never  legally  discharged  from  their 
obligations,  this  being  due  to  their  quasi  public  nature.  Any 
person,  partnership,  or  other  corporation  may  become  a  vol- 
untary bankrupt,  but  the  indebtedness  must  aggregate  at  least 
$1,000.  A  wage  earner  or  a  farmer  cannot  be  thrown  into 
involuntary  bankruptcy.  Finally,  the  involuntary  bankrupt 
must  have  performed  one  or  more  of  six  specified  acts — 
which  constitute  bankruptcy — ^within  four  months  prior  to 
the  day  the  petition  is  filed. 

Involuntary  bankruptcy  begins  when  three  or  more  creditors 
whose  claims  aggregate  at  least  $500 — in  excess  of  collateral 
or  securities  they  hold — file  a  petition  in  the  Federal  court 
of  the  district  in  which  the  debtor  has  had  his  residence, 
domicile,  or  principal  place  of  business  for  the  greater  part 
of  the  preceding  six  months.  If  the  total  number  of  creditors 
is  less  than  twelve,  however,  one  creditor  with  a  claim  of 
$500  may  file  the  petition.  In  determining  the  number  of 
creditors,  those  employed  by  the  bankrupt  at  the  time  the 
petition  is  filed,  or  related  to  him  by  blood  or  marriage 
within  the  third  degree,  are  not  included.  The  petition  al- 
leges commission  of  one  or  more  of  the  acts  of  bankruptcy 
and  prays  that  the  debtor  be  adjudged  bankrupt  under  the 
act.  It  should  be  noted  that,  while  credit  men  generally 
speak  of  a  debtor  as  bankrupt  when  the  petition  is  filed,  in 
actual  fact  he  is  bankrupt  only  when  so  adjudged  by  the 
court. 

Acts  of  Bankruptcy 

In  a  voluntary  action,  the  filing  of  the  petition  itself  con- 
stitutes an  act  of  bankruptcy.  While  mere  insolvency  of  a 
debtor  does  not  give  creditors  the  right  to  have  him  adjudged 
bankrupt,  the  six  acts  specified  below  provide  a  means  to 
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force  the  debtor  to  commit  an  act  of  bankruptcy  and  thus 
bring  his  estate  under  the  law.* 

Insolvency  is  a  prerequisite  to  most  of  the  acts  of  bank- 
ruptcy. A  person  is  deemed  insolvent,  according  to  Section 
1,  Article  15,  whenever  the  aggregate  of  his  property,  ex- 
clusive of  any  property  which  he  may  have  conveyed,  trans- 
ferred, concealed,  or  removed,  with  intent  to  defraud,  hinder, 
or  delay  his  creditors,  shall  not,  at  a  fair  valuation,  be  suffi- 
cient in  amount  to  pay  his  debts. 

This  definition  is  much  narrower  than  in  earlier  statutes, 
in  which  a  failure  to  meet  one's  liabilities  as  agreed  was  an 
act  of  bankruptcy.  It  aims  to  protect  the  debtor,  as  the 
weaker  party,  from  radical  action  by  his  creditors.  Where 
an  involuntary  petition  is  filed,  it  permits  the  alleged  bank- 
rupt to  ask  for  a  jury  to  determine  his  solvency. 

The  several  acts  of  insolvency  themselves,  contained  in 
Section  3,  with  comments  thereon,  are  as  follows : 

1.  Conveyed,  transferred,  concealed,  or  removed  or  permitted 
to  be  concealed  or  removed,  any  part  of  Ms  property  with  intent 
to  hinder,  delay,  or  defraud  his  creditors,  or  any  part  of  them. 

2.  Transferred,  while  insolvent,  any  portion  of  his  property  to 
one  or  more  of  his  creditors  with  intent  to  prefer  such  creditors 
over  his  other  creditors. 

The  requirement  of  "intent,"  xmder  the  first  heading,  does 
not  deprive  the  debtor,  acting  in  good  faith,  of  the  chance 
to  carry  on  his  business.  He  can  pay  for  merchandise  on 
C.O.D.  or  cash  terms,  since  such  payment  merely  substitutes 
one  asset  for  another.  While  the  act — Section  60(b) — per- 
mits the  trustee,  otherwise,  to  void  the  transfer  and  recover 
the  property  or  its  value  from  the  transferee,  in  actual  prac- 
tice recovery  is  often  difficult. 

3.  Suffered  or  permitted,  while  insolvent,  any  creditor  to  obtain 
a  preference  through  legal  proceedings,  and  not  having  at  least 
five  days  before  a  sale  or  other  disposition  of  any  property  affected 
by  such  a  preference  vacated  or  discharged  such  preference. 

■4  E.g.,  one  creditor,  with  the  approval  of  others  who  desire  to  put 
the  debtor  in  bankruptcy,  may  bring  suit  on  a  claim,  obtain  judgment 
and  levy  execution  against  the  debtor's  property,  whereby  the  third 
act  of  bankruptcy  is  committed. 
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4.  SufEered  or  permitted,  while  insolvent,  any  creditor  to  obtain 
through  legal  proceedings  any  levy,  attachment,  judgment,  or  other 
lien,  and  not  having  vacated  or  discharged  the  same  within  thirty 
days  from  the  date  such  levy,  attachment,  judgment,  or  other  lien 
was  obtained. 

The  third  and  fourth  acts  deal  with  the  creditor  who  wishes 
to  obtain  an  advantage  over  other  creditors.  The  third  act 
enables  creditors  to  prevent  foreclosure  of  a  lien  on  an  in- 
solvent estate;  while  the  fourth  prevents  a  creditor  from 
obtaining  a  lien  and,  by  not  attempting  to  enforce  it,  letting 
it  become  an  unassailable  preference  after  four  months  have 
elapsed.  The  creditors  have  a  period  of  three  months  in 
which  either  to  persuade  the  holder  to  give  up  his  lien  or  to 
institute  bankruptcy  proceedings. 

5.  Made  a  general  assignment  for  the  benefit  of  his  creditors; 
or,  while  insolvent,  a  receiver  or  a  trustee  has  been  appointed,  or 
put  in  charge  of  his  property. 

The  fifth  act  regards  an  attempt  to  circumvent  bankruptcy 
as  an  act  of  bankruptcy.  Otherwise,  the  debtor  could  manip- 
ulate the  liquidation  of  his  own  estate  by  making  an  assign- 
ment to  a  friendly  assignee,  or  a  friendly  creditor  could 
secure  the  appointment  of  an  equity  receiver.  The  insolvent 
debtor  often  favors  such  procedure  because  of  his  aversion 
to  the  stigma  of  bankruptcy. 

6.  Admitted  in  writing  his  inability  to  pay  his  debts  and  his 
willingness  to  be  adjudged  a  bankrupt  on  that  ground. 

The  sixth  and  last  act  is  often  a  means  of  entering  by  invol- 
untary procedure  what  is  virtually  voluntary  bankruptcy. 

Bankruptcy  Procedure 

The  general  steps  taken  in  bankruptcy  proceedings  fall 
under  four  heads: 

1.  Taking  possession  of  the  assets  of  the  insolvent  debtor. 

2.  Investigating  any  apparent  irregularities  in  the  conduct  of 
the  business. 

3.  Selling  the  assets  and  distributing  the  proceeds  among  the 
creditors. 
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4.  Granting  the  debtor,  in  the  absence  of  fraud,  a  discharge 
from  the  unpaid  balance  of  his  debts. 

The  various  steps  involved  in  the  administration  of  a 
bankrupt's  estate  may  be  summarized  at  greater  length  as 
f  oUows : 

1.  Petition  is  filed,  together  with  a  schedule  of  assets  and  lia- 
bilities, in  the  Federal  district  court. 

2.  Trial  is  held,  the  court  adjudges  the  debtor  a  bankrupt,  and 
refers  the  case  to  a  referee  in  bankruptcy  for  administration. 

3.  Court  appoints  a  receiver,  usually  without  notice  to  creditors, 
at  any  time  after  the  petition  is  filed. 

4.  Receiver,  after  qualifying  by  filing  bond,  usually  asks  for  order 
for  examination  of  the  bankrupt  under  section  21  (a). 

5.  First  meeting  of  creditors  is  called  by  the  referee  not  less  than 
10  or  more  than  30  days  after  adjudication,  but  is  usually  adjourned 
until  examination  is  completed. 

6.  Creditors  elect  a  trustee  to  handle  the  estate — ^under  the  super- 
vision of  the  referee — to  liquidate  the  assets,  and  to  distribute  the 
proceeds. 

7.  Eeceiver  flies  final  report,  and  upon  approval  by  creditors  at 
a  special  meeting,  surrenders  the  estate  to  the  trustee. 

8.  Creditors  file  proof  of  debts  within  6  months  after  adjudication. 

9.  Trustee  liquidates  the  estate  and  prorates  the  assets  among 
the  creditors  by  means  of  dividend  declarations. 

10.  Trustee  files  the  final  accounts  with  the  referee  for  his  ap- 
proval and  final  meeting  of  creditors  is  held. 

11.  If  approved,  the  final  report  is  submitted  to  the  court,  by 
whom  the  discharge  is  granted. 

The  petition  is  filed  under  oath  in  a  prescribed  form  in 
the  Federal  district  court  of  the  state  or  territory  in  which 
the  debtor  has  resided  for  more  than  three  months.  Sched- 
ules showing  property  and  debts  must  either  be  annexed  or 
may  be  filed  within  ten  days  after  adjudication.  Generally, 
the  debtor  does  not  appear  within  twenty  days  in  response 
to  the  summons  served  upon  him,  together  with  the  copy 
of  the  petition,  so  that  he  becomes  adjudicated  a  bankrupt 
by  default.  If  the  bankrupt  elects  to  contest  the  proceed- 
ings, however,  he  is  entitled  to  a  jury  trial.  He  may  contend, 
e.g.,  that  he  is  solvent,  that  he  has  committed  no  act  of 
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bankruptcy,  that  the  court  has  no  jurisdiction,  or  that  the 
allegations  of  the  petitioning  creditors  are  untrue.'' 

OfScers  and  Their  Duties 

The  officials  in  bankruptcy  procedure  number  usually  four : 
the  court  or  judge,  the  referee,  the  receiver,  and  the  trustee. 
The  duties  of  each  will  be  briefly  indicated. 

Court  and  Referee 

The  Federal  district  courts  of  the  various  states  and  pos- 
sessions, presided  over  by  judges,  constitute  courts  of  bank- 
ruptcy. They  are  charged  with  both  the  interpretation  and 
the  administration  of  the  law.  While  they  take  no  part  in 
the  detailed  administration  of  a  case,  they  adjudicate  the 
debtor  a  bankrupt,  refer  the  case  to  a  referee,  confirm  compo- 
sitions, and  grant  or  refuse  the  debtor  a  discharge.  Addi- 
tional duties  of  a  minor  nature  will  be  indicated  later. 

As  soon  as  the  court  signs  the  decree  adjudicating  the 
debtor  a  bankrupt,  it  turns  the  case  over  to  a  referee.  He 
is  an  officer  of  the  court,  created  to  relieve  it  of  the  ordinary 
details  that  arise  in  the  conduct  of  cases.  He  is  appointed 
by  the  district  judge  for  a  term  of  two  years;  he  is  usually 
an  attorney.*  He  supervises  the  administration  of  all  bank- 
rupt estates  within  his  assigned  territory,  performing  the 
following  duties: 

1.  He  takes  over  the  functions  of  the  court  itself,  if  necessary, 
other  than  conflrming  composition  settlements  or  granting  dis- 
charges. 

2.  He  examines  the  bankrupt's  schedules,  sees  that  they  are 
neither  defective  nor  incomplete,  and,  in  voluntary  cases,  he  pre- 
pares and  flies  them,  if  the  bankrupt  neglects  to  do  so. 

3.  He  calls  meetings  of  creditors,  on  ten  days'  notice,  the  first 
to  be  held  not  less  than  ten  nor  more  than  thirty  days  after  ad- 
judication. 

4.  He  receives  and  allows  proofs  of  claims. 

B  Upon  receiving  notice  that  a  petition  in  bankruptcy  has  been  filed 
by  or  against  a  particular  debtor,  the  credit  man  immediately  issues 
"stoppage  in  transit"  orders  on  recent  shipments,  cancels  all  orders  in 
process,  and  annotates  properly  all  necessary  office  records, 

8  There   are  forty-eight   referees   in   New   York   State. 
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5.  He  declares  dividends  and  delivers  to  the  trustee  lists  of 
amounts  and  persons  to  whom  they  are  payable. 

6.  He  furnishes  information  upon  request  to  parties  in  interest. 

The  referee  may  not  act  in  a  case  in  whicli  he  is  in  any 
way  interested,  nor  may  he  practice  as  attorney  in  any 
bankruptcy  proceedings  or  purchase  any  property  of  a  bank- 
rupt estate.  His  compensation  is  regulated  by  lavsr.  In  invol- 
untary proceedings,  he  receives  $15  of  the  fee  paid  by  the 
petitioning  creditors,  but  the  fee  is  not  required  if  the 
bankruptcy  is  voluntary.  He  receives  twenty-five  cents  for 
each  proof  of  claim  filed,  payable  out  of  the  estate.  In  addi- 
tion, he  receives  1  per  cent  of  all  sums  disbursed  as  dividends 
to  creditors,  or  %  of  1  per  cent  of  the  amount  paid  to  creditors 
when  a  composition  settlement  is  confirmed. 

Trustee 

The  framers  of  the  Bankruptcy  Law  intended  to  have  the 
creditors  control  the  liquidation  of  the  debtor's  estate  under 
the  terms  of  the  Act.  They  were  to  elect  a  trustee  to  repre- 
sent them,  just  as  the  referee  represents  the  court.  He  is 
elected  at  the  first  meeting  by  a  majority  in  both  number 
and  amount  of  those  creditors  who  have  had  their  claims 
proved  and  allowed  and  are  represented  in  person  or  by 
proxy.  The  election  is  subject  to  the  approval  of  the  ref- 
eree, who  appoints  the  trustee  in  case  the  creditors  cannot 
agree.  He  usually  appoints  the  choice  of  the  majority  of 
the  creditors.  It  is  at  the  first  meeting  that  efforts  for 
control  of  the  liquidation  of  estates  take  place,  and  it  is 
essential  that  creditors  participate  so  as  to  insure  the  election 
of  the  right  type  of  trustee. 

Before  the  trustee  can  serve,  he  must  file  a  bond  in  an 
amount  determined  by  the  creditors  or  by  the  court.  He 
takes  title  to  the  bankrupt's  nonexempt  property  as  of  the 
date  the  debtor  was  adjudged  bankrupt.  Under  the  direction 
of  the  court,  he  liquidates  it  as  speedily  as  is  compatible  with 
the  best  interests  of  the  parties  concerned,  and  deposits  the 
proceeds  in  a  designated  depository.  He  must  first  have  the 
property  appraised  and,  unless  he  obtains  75  per  cent  of 
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the  appraised  valuation,  he  must  obtain  court  approval.  He 
must  account  for  all  receipts  and  disbursements,  furnish 
information  concerning  the  estate  to  interested  parties,  make 
final  reports,  and  file  final  accounts  with  the  court  fifteen 
days  before  the  final  meeting  of  creditors,  and  lay  before  the 
final  meeting  detailed  statements  as  to  the  administration  of 
the  estate.  He  is  discharged  by  the  court  after  he  has 
wound  up  the  affairs  of  the  estate.  The  trustee's  compen- 
sation is  fixed  by  statute.  He  receives  five  dollars  out  of  the 
fee  paid  by  the  petitioning  creditors,  unless  no  such  fee  is 
required.  He  also  receives  a  commission,  based  on  disburse- 
ments to  creditors,  as  follows: 

Not  over  6  per  cent  on  the  first   $   500  or  less 

Not  over  4  per  cent  on  the  next  $1,000 

Not  over  2  per  cent  on  the  next  $8,500 

Not  over  1  per  cent  on  all  sums  in  excess  of  $10,000 
Where  a  composition  settlement  is  effected,  the  court  may 
allow  the  trustee  %  of  1  per  cent  of  the  sum  to  be  paid  to 
creditors. 

Receiver 

The  original  intent  of  the  law  was  to  employ  receivers 
only  in  unusual  cases,  and  as  interim  ofScers,  to  preserve  the 
estate.  Under  the  present  practice  petitioning  creditors, 
upon  filing  an  involuntary  petition,  ask  for  the  appointment 
of  a  receiver.  It  is  his  duty,  upon  being  appointed,  to  make 
an  immediate  inventory  of  the  estate,  seize  the  books  and 
records,  and,  in  general,  impound  aU  the  property  for  the  bene- 
fit of  creditors.    He  is,  therefore,  the  custodian  of  the  property. 

But  the  court  may  give  the  receiver  authority  either  to 
sell  the  assets  or  to  continue  the  business.  Receivers  ask  for 
this  authority  for  various  reasons,  such  as  necessity  for  speedy 
liquidation,  because  of  high  rents  and  other  charges,  or  de- 
cline in  value  if  liquidation  must  wait  until  a  trustee  is 
appointed.''  To  avoid  maladministration  by  such  receivers, 
which  has  become  an  abuse,  trust  companies  in  Chicago, 
Detroit,  and  New  York — ^which  have  organized  special  de- 

7  The  statute  fixes  a  minimum  time  of  twenty  days  between  filing 
of    an   involuntary   petition    and   election   of    a,    trustee. 
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//I  fAe  maMcr  of 


'  In  Butkrupley.    JVa 


^0 


3,  .of 

in  f  Ae  county  of  and  State  of  do  hereby  authorize  you,  or 

any  one  of  you,  to  attend  the  niaeting  or  meetinia  of  creditom  of  the  bankrupt  aforeaaid  at  a  court 
of  bankruptcy,  wherever  advertiaedor  directed  to  be  holden,  on  the  day  and  at  the  hour  appointed  and 
noticed  by  aaid  ceart  in  maid  matter,  or  at  auch  other  place  and  time  as  may  be  appointed  by  th» 
court  for  balding  aucb  meeting  or  meetinga,  or  at  which  auch  meeting  or  meetinga,  or  any  adjournment 
or  adjournmenta  thereof  may  be  held,  and  then  and  there  from  time  to  time,  and  as  ofien  as  there  may 
be  ooeaaion,  for  me  and  in  my  name  to  vote  for  or  against  any  propoaal  or  reaolution  that  may  be 
then  aubmitted  under  the  acta  of  Congreaa  relating  to  bankruptcy;  and  in  the  choice  of  trustee  or 
trustees  of  the  estate  of  the  aaid  bankrupt,  and  for  me  to  aament  to  auch  appointment  of  trustee;  and 
with  tike  powera  to  attend  and.  vote  at  any  other  meeting  or  meetings  of  creditors,  or  aitting  or  eittingm 
of  the  court,  which  may  be'  held  therein  for  any  of  the  purpoaea  aforeaaid;  also  to  accept  any 
eompoaition  proposed  by  aaid  bankrupt  in  ealiafaotion  of  hie  debte,  and  to  receive  payment  of  dividends 
and  of  money  due  me  under  any  composition,  and  for  any  other  purpose  in  my  interest  Avhaiaoeve^ 
with  fall  power  of  eubstltutlon. 

3n  ?!99itnefiS  WS^tttOt,    I   have    hereunto    aigned  my    name,  and  affixed    my  «esJ  tho 
day  of  A.D.  19 


Afipub,  ftialcb  and  OeIU»reb  fn  J^xtttjot  dI 


iScfenobiUbgeo  befoto  mvtmt  d^cf  a.  1x19 

(OScU  Ounctcb) 


Fig.  37.    Power  of  attoenet 
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partments  to  handle  bankruptcy  eases — are  now  appointed 
receivers  in  all  cases.  While  suspicion  of  political  patronage 
in  dispensing  receiverships  is  removed,  a  private  trustee  may 
stiU  supersede  the  corporate  receiver. 

The  fees  allowed  by  statute  to  the  receiver  are  based  solely 
on  disbursement  to  creditors,  and  the  percentages  are  the 
same  as  for  the  trustee,  both  in  general  cases  and  in  the  case 
of  a  composition  settlement.  "When  acting  as  a  mere  cus- 
todian of  the  property,  however,  and  not  carrying  on  the 
business,  his  commission  is  limited  to  2  per  cent  on  all  dis- 
bursements up  to  $1,000  and  i  of  1  per  cent  on  amounts  in 
excess  of  that  figure. 

Claims 

To  be  allowed,  the  creditor's  claim  must  be  provable  and 
filed  in  proper  form.  And  it  may  be  allowed  only  in  part. 
The  provable  claims  which  the  creditors  may  file,  may  be 
summarized  as  follows: 

1.  Any  business  debt  incurred  by  borrowing'  money,  purchasing 
goods,  and  hiring  services,  which  was  owing  at  the  time  the  peti- 
tion was  filed.  This  is  true  even  though  the  claim  is  unliquidated 
(i.e.,  amount  uncertain  or  in  dispute),  provided  the  creditor  pro- 
ceeds with  liquidation  as  the  court  directs. 

2.  An  unliquidated  claim  based  upon  a  mere  tort  (e.g.,  libel 
and  slander,  assault  and  battery,  or  violation  of  any  personal 
rights),  only  if  of  such  a  nature  as  to  permit  waiver  of  the  tort 
and  recovery  upon  an  implied  contract,  or  if  the  liability  was  fixed 
prior  to  -filing  of  the  petition  by  being  reduced  to  judgment. 

3.  A  contingent  liability  on  behalf  of  the  bankrupt  (e.g.,  in- 
dorser  of  his  note  or  giver  of  a  guaranty).  Provable  either  in 
the  name  of  the  creditor  to  whom  Uable,  or,  if  latter  is  unknown, 
in  the  indorser's  or  guarantor's  own  name,  but  not  provable  by 
the  latter  if  the  creditor  elects  to  prove  the  claim. 

4.  A  secured  claim  only  for  the  unpaid  balance  after  the  security 
is  converted  into  cash  as  the  agreement  or  the  court  may  direct. 

5.  A  claim  with  a  voidable  preference  only  when  the  pref- 
erence is  surrendered.  The  trustee  may,  furthermore,  avoid  such 
a  preference  and  recover  the  property  or  its  value  for  the  benefit 
of  all  creditors.® 

8  Under  the  Act,  Chapter  VI,  section  60  (a)  a  preference  ia  voidable 
if  (1)  given  for  a  preexisting  debt,  (2)  within  four  months  before  the 
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The  creditor  should  not  neglect  to  file  his  claim,  since  only 
then  can  he  share  in  dividends  and  participate  in  the  election 
of  a  trustee.  Figures  36  and  37  reproduce  a  form  of  proof 
of  debt  and  power  of  attorney;  to  the  former  shoiold  be  at- 
tached an  itemized  statement  and  the  written  instruments 
upon  which  the  claim  is  founded.  In  order  to  insure  receipt 
by  the  referee,  either  registered  mail  should  be  used  or 
else  a  self-addressed  stamped  envelope  may  be  inclosed  with 
a  request  for  a  receipt.  Claims  may  be  filed  with  the  referee 
within  six  months  from  adjudication,  but  none  can  be  proved 
subsequent  to  one  year  therefrom. 

The  creditor  does  not  usually  require  the  services  of 
counsel  to  file  claims  in  bankruptcy  cases.  It  is  advisable, 
however,  to  refer  the  claim  to  a  reputable  creditors'  com- 
mittee or  recognized  adjustment  bureau.  The  claim  may 
be  assigned  or  a  proxy  may  be  given  to  vote  at  meetings. 
Cooperation  with  such  an  organization  usually  insures  elec- 
tion of  a  more  competent  trustee  and  a  more  businesslike 
administration  of  the  estate. 

Dividends 

Secured  creditors,  of  course,  have  a  lien  upon  specific  assets 
and,  if  the  security  is  insufficient  to  cover  their  claim,  become 
general  creditors  for  the  balance.  Unsecured  creditors  are 
divided  into  preferred  creditors  and  general  creditors.'  Be- 
fore any  dividends  may  be  paid  on  the  allowed  claims  of 
general  creditors,  the  law  (Chapter  VII,  section  64)  requires 
that  certain  debts  shall  be  paid  in  fuU,  in  the  following 
order : 

1.  The  actual  and  necessary  cost  of  preserving  the  estate  sub- 
sequent to  filing  the  petition. 

2.  The  filing  fees  paid  by  creditors  in  involuntary  proceedings, 
and  the  reasonable  expenses  incurred  by  creditors  in  recovering 

filinS  of  the  petition  and  before  the  adjudication,  and  (3)  if  the  per- 
son receiving  it  or  benefiting  thereby  had  reasonable  cause  to  believe 
that  the  debtor  was  insolvent  at  the  time  and  therefore  to  give  the 
recipient  a  preference.  .     .,  ,  ^-  i     •  j 

9  A  iudgment  creditor  has  no  priority  unless  an  execution  was  levied 
on  specific  property  at  least  four  months  before  the  petition  was  filed. 
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transferred  and  concealed  property  for  the  benefit  of  the  estate. 

3.  The  cost  of  the  administration,  including  fees  and  mileage 
payable  to  witnesses,  and  reasonable  fees  to  one  attorney  for 
services  actually  rendered  to  the  petitioning  creditors  in  involuntary 
cases,  and  to  the  bankrupt  in  voluntary  and  involuntary  cases,  as 
the  court  may  allow. 

4.  Reasonable  expenses,  in  the  discretion  of  the  court,  incurred 
by  creditors  in  opposing  the  confirmation  of  a  composition,  which 
has  been  refused  or  set  aside. 

5.  Wages  due  to  workmen,  clerks,  salesmen,  or  servants,  which 
have  been  earned  within  three  months  prior  to  the  date  of  the 
commencement  of  proceedings,  not  exceeding  $600  to  each  claimant. 

6.  All  taxes  due  to  the  United  States,  the  state,  county,  district, 
or  municipality. 

7.  Debts  owing  to  any  person  who  by  the  laws  of  the  states  or 
the  United  States  is  entitled  to  priority. 

If  a  composition  has  been  set  aside  or  a  discharge  revoked, 
the  property  acquired,  in  addition  to  the  estate  at  the  time 
the  composition  was  confirmed  or  the  adjudication  made,  shall 
be  applied  to  payment  in  full  of  claims  of  creditors  for  prop- 
erty sold  in  good  faith  v^hile  the  composition  or  discharge  vs^as 
in  force.  The  residue,  if  any,  shall  then  be  applied  to  debts 
owing  at  the  time  of  adjudication. 

The  first  dividend  is  declared  within  thirty  days  after  ad- 
judication, provided  the  money  of  the  estate  in  excess  of  the 
amount  necessary  to  pay  ia  full  all  prior  debts  and  claims 
which  have  not  been,  but  wUl  probably  be  presented,  amounts 
to  5  per  cent  or  more  of  the  allowed  claims.  The  first  divi- 
dend must  not  include  more  than  50  per  cent  of  the  estate  in 
excess  of  the  amount  needed  to  satisfy  debts  of  priority  and 
claims  probably  to  be  allowed.  Subsequent  dividends  must 
,  be  declared  as  often  as  the  money  on  hand  equals  10.  per  cent 
of  the  allowed  claims.  When  the  estate  is  closed,  a  final 
dividend  is  paid,  which  shall  not,  however,  be  declared  sooner 
than  three  months  after  the  first  dividend. 

At  the  final  meeting  of  creditors,  which  may  be  held  any 
time  after  the  expiration  of  four  months  after  adjudication, 
the  trustee  presents  his  final  account  and  his  attorney  files 
his  request  for  allowances.  These  are  passed  upon  by  the 
referee.    While  this  meeting  gives  the  creditors  a  chance  to 
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oppose  unjust  or  exorbitant  claims  for  fees,  they  frequently 
do  not  avail  themselves  of  this  opportunity,  and  the  referee 
is  not  given  the  aid  necessary  to  enable  him  to  pass  intelli- 
gently upon  the  claims  presented. 

Dischargeable  Debts 

In  point  of  actual  fact,  discharge  from  bankruptcy  does 
not  remove  any  indebtedness  or  obligation,  but  merely  re- 
moves any  legal  method  of  enforcing  payment.  In  addition 
to  nonprovable  claims,  a  bankrupt  is  not  discharged  (Chap- 
ter III,  section  17)  from  the  following  provable  debts: 

1.  Taxes  levied  by  the  United  States,  the  state,  county,  district, 
or  municipality  in  which  he  resides. 

2.  Liabilities  for  obtaining  property  by  false  pretenses  or  false 
representations,  or  willful  or  malicious  injuries  to  the  person  or 
property  of  another,  or  alimony  due  or  to  become  due,  or  for 
maintenance  or  support  of  wife  or  child,  or  for  the  seduction  of 
an  unmarried  female,  or  for  criminal  conversation. 

3.  Unscheduled  claims  unless  creditor  had  notice  or  actual  knowl- 
edge of  the  proceedings  in  bankruptcy. 

4.  Debts  created  by  the  bankrupt's  fraud,  embezzlement,  mis- 
appropriation, or  defalcation  while  acting  as  an  officer  or  in  any 
fiduciary  capacity. 

5.  Wages  earned  by  workmen,  clerks,  salesmen,  or  servants 
within  three  months  prior  to  date  of  commencement  of  proceedings 
in  bankruptcy. 

6.  Moneys  received  from  an  employee  to  secure  the  faithful  per- 
formance of  such  employee  in  accordance  with  the  terms  of  the 
contract. 

To  the  above  should  be  added  all  debts  incurred  after  the 
petition  has  been  filed.  All  creditors  listed  above  may  pro- 
ceed to  enforce  collection  as  if  no  bankruptcy  proceedings  had 
occurred. 

The  Composition  Settlement 

The  Bankruptcy  Law  provides  an  alternative  to  liquidation 
of  an  insolvent  estate,  by  permitting  creditors  to  enter  into 
a  composition  settlement  with  the  debtor.  In  principle,  such 
settlements  are  similar  to  the  common-law  compositions  con- 
sidered in  the  last  chapter,  but  the  latter  are  effected  by  con- 
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tract,  while  the  former  are  effected  under  the  Bankruptcy 
Law. 

The  debtor  can  offer  terms  of  composition  either  before  or 
after  adjudication,  but  not  before  he  has  been  examined,  in 
open  court  or  at  a  meeting  of  his  creditors,  and  has  filed  the 
schedule  of  assets  and  list  of  creditors.  He  must  deposit  with 
the  court  the  money  necessary  to  pay  all  debts  which  have 
priority,  and  the  cost  of  the  proceedings.  He  must  also 
deposit  the  consideration  to  be  paid  to  creditors  by  the  court 
upon  confirmation,  which  often  consists  of  part  cash  and  the 
balance  notes.  If  these  notes  are  not  met,  the  creditor  has  no 
special  priority;  and  if  he  receives  more  than  one  note,  he 
should  see  that  all  notes  become  due  upon  default  on  any 
one. 

The  composition  is  made  binding  upon  all  creditors  when 
accepted  in  writing  by  a  majority  in  number  (and  amount) 
of  the  creditors  and  confirmed  by  the  court.  The  law  re- 
quires the  judge  to  confirm  the  composition  if  he  is  satisfied 
that  it  is  for  the  best  interests  of  the  creditors ;  that  the  bani- 
rupt  is  not  guilty  of  any  act  or  failure  to  perform  any  duty 
which  would  bar  his  discharge ;  and  that  the  offer  and  accept- 
ance are  in  good  faith.  After  confirmation,  the  consideration 
is  distributed  as  the  court  directs,  usually  through  the  referee 
or  trustee,  and  the  bankrupt  is  thereupon  automatically 
discharged. 

Any  creditor  may  file  his  written  objections  with  the  court 
before  it  confirms  the  composition.  The  court  may  refuse  to 
approve  the  settlement  if  these  grounds  prove  adequate,  de- 
spite the  approval  of  the  requisite  number  of  creditors.  A 
creditor  who  feels  that  the  amount  offered  is  too  small  can 
offer  to  take  over  the  property  himself  and  pay  the  other 
creditors  a  higher  dividend,  in  which  event  the  bankrupt 
usually  raises  his  offer.  A  creditor  who  discovers  that  an- 
other creditor,  who  was  a  party  to  a  composition  by  agreement 
with  the  debtor,  received  more  than  his  pro  rata  share,  may 
disregard  the  release  he  gave  and  bring  suit  for  the  unpaid 
balance  of  his  original  claim,  since  such  a  preference  is  fraud- 
ulent as  to  those  creditors  who  were  ignorant  of  it. 
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Examination  of  the  Debtor 

The  bankrupt  has  certain  duties,  specified  in  the  Act. 
Among  them  may  be  mentioned :  attendance  at  the  first  meet- 
ing of  creditors,  if  directed  to  do  so  by  the  court ;  preparation 
and  filing  within  ten  days  after  adjudication  of  a  schedule 
of  property  and  a  list  of  creditors;  turning  over  of  all  his 
property,  other  than  that  exempt  under  state  law;  and  sub- 
mission to  an  examination  concerning  the  conduct  of  his  busi- 
ness at  such  times  as  the  court  may  direct. 

Section  7  of  the  Act  provides  that  the  bankrupt  shall  sub- 
mit to  an  examination  concerning  the  conduct  of  his  business 
and  aU  matters  directly  relating  to  the  cause  of  his  bank- 
ruptcy, his  dealings  with  creditors  and  other  persons,  the 
whereabouts  of  his  property,  and  all  matters  that  may  affect 
the  administration  and  settlement  of  his  estate.  But  this 
testimony  may  not  be  used  against  him  in  any  criminal  pro- 
ceedings. In  addition,  section  21(a)  empowers  the  court, 
upon  application  of  any  officer,  bankrupt  or  creditor,  to 
order  any  designated  person,  including  the  bankrupt  and  his 
wife,  to  submit  to  examination  under  oath  concerning  the 
bankrupt's  acts,  conduct,  or  property.  Immediately  after  his 
appointment  and  qualification,  the  receiver  usually  asks  the 
district  judge  to  order  the  debtor  to  appear  for  examination. 
With  the  receiver's  consent,  creditors  may  participate,  or  may 
themselves  apply  for  leave  to  conduct  such  an  examination. 

The  primary  purpose  is  to  discover  whether  there  is  any 
concealment  of  assets  or  whether  any  fraudulent  acts  have 
been  committed  by  the  bankrupt.  There  is  a  possibility  that 
in  the  event  of  collusion  between  the  receiver  or  his  attorney 
and  the  bankrupt,  the  examination  might  be  so  conducted  as 
to  exculpate  the  debtor."  It  may,  therefore,  be  better  some- 
times for  creditors  to  conduct  their  investigation  without 
making  any  part  of  it  a  matter  of  record. 

A  recalcitrant  bankrupt  is,  however,  subject  to  confinement 
for  contempt  of  court,  if  he,  upon  examination,  proves  hostile 
or  evasive ;  if  he  refuses  to  answer  questions  or  produce  rec- 
ords ;  or  if  he  otherwise  manifests  a  desire  to  withhold  neces- 

10  Chapin,  op.  cit.,  p.  454. 
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sary  or  helpful  information.  He  may  be  arrested  also  for 
refusal  to  appear  for  examination  when  ordered,  or  when 
satisfactory  proof  is  given  by  afSdavits  that  he  intends  to 
leave  the  jurisdiction  in  order  to  avoid  examination  or  other- 
wise defeat  the  proceedings. 

At  this  point,  it  may  be  well  to  consider  the  institution  of 
turnover  proceedings.  When  convinced  that  the  debtor  had 
recent  possession  of  certain  property,  for  whose  disappearance 
he  has  not  satisfactorily  accounted,  the  court  grants  a  turn- 
over order  directing  the  bankrupt  to  turn  over  to  the  trustee 
the  property  described.  If  he  fails  to  comply,  he  may  be 
committed  for  contempt  of  court.  However,  judges  are  very 
hesitant  in  granting  such  an  order  unless  proof  of  possession 
is  almost  incontrovertible,  and  in  punishing  for  failure  to 
comply  unless  willfulness  is  manifest. 

Discharge  in  Bankruptcy 

The  Bankruptcy  Law  has  two  objects:  one,  to  enable 
creditors  to  take  possession  of  an  insolvent  debtor's  assets 
and  equitably  distribute  the  proceeds  thereof  among  them- 
selves ;  the  other,  to  discharge  the  debtor  from  his  legal  debts, 
and  thereby  allow  him  to  start  anew.  The  Act,  therefore, 
permits  the  debtor  to  apply  for  a  discharge  after  one  month 
and  within  twelve  months  subsequent  to  being  adjudged  a 
bankrupt.  For  cause,  the  court  may  extend  the  time  for  not 
more  than  six  months  additional. 

AU  creditors  must  be  notified  thirty  days  prior  to  the  hear- 
ing upon  an  application  for  discharge.  They  may  attend  the 
hearing  and,  if  they  so  desire,  oppose  the  discharge  by  filing 
with  the  clerk  a  sworn  statement  on  a  prescribed  form  setting 
forth  the  reasons  for  their  opposition.  While  the  creditors 
can  interpose  no  objection  if  the  debtor  has  been  honest,  it  is 
their  duty  to  oppose  discharge  of  a  bankrupt  who  has  been 
guilty  of  wrongdoing.  In  this  way,  they  prevent  him  from 
engaging  iu  business  again,  while  their  action  serves  to  deter 
other  business  men  with  similar  leanings.  Unfortunately, 
lethargy  on  the  part  of  creditors  often  enables  an  undeserving 
bankrupt  to  obtain  his  discharge.     The  trustee,  it  may  be 
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noted,  is  not  to  interpose  objection  unless  authorized  to  do 
so  by  the  creditors  at  a  meeting  called  for  that  purpose  on 
application  of  any  creditor. 

The  Act — Chapter  III,  section  14(b) — specifies  seven  rea- 
sons for  refusing  a  discharge — ^if  the  bankrupt  has : 

1.  Committed  an  offense  punishable  by  imprisonment,  such  as 
concealing  property  from  the  trustee,  making  a  false  oath  or  ac- 
count in  bankruptcy  proceedings,  or  presenting  under  oath  a  false 
claim  against  his  estate. 

2.  Destroyed,  mutilated,  falsified,  concealed,  or  failed  to  keep, 
books  of  account  or  records  from  which  his  financial  condition  and 
business  transactions  might  be  ascertained,  except  where  the  court 
feels  that  such  acts  might  have  been  justified  by  all  the  circum- 
stances in  the  case. 

3.  Obtained  a  new  credit  or  an  extension  or  renewal  of  credit 
through  a  false  statement  issued  in  writing  respecting  his  financial 
condition. 

4.  Transferred,  removed,  destroyed,  or  concealed  any  of  his 
property,  or  permitted  others  to  do  so,  with  intent  to  hinder,  delay, 
or  defraud  his  creditors,  within  twelve  months  immediately  preced- 
ing the  filing  of  the  petition. 

5.  Been  granted  a  discharge  in  bankruptcy  within  six  years,  re- 
gardless of  whether  the  proceedings  were  voluntary  or  involuntary. 

6.  Refused  to  obey  any  lawful  order  of,  or  to  answer  any  ma- 
terial question  approved  by,  the  court,  in  the  course  of  the  pro- 
ceedings. 

7.  Failed  to  explain  satisfactorily  any  losses  or  deficiencies  of 
assets  to  meet  his  obUgations. 

An  objector,  who  at  the  hearing  shows  to  the  court's  satis- 
faction that  there  are  reasonable  grounds  for  believing  that 
the  bankrupt  committed  any  of  these  seven  acts,  places  the 
burden  of  proof  upon  the  bankrupt.  Moreover,  if  there  has 
been  any  fraud  in  bringing  the  proceedings  or  in  concealing 
property,  any  defrauded  creditor  may  apply  to  the  court 
within  a  year  after  the  discharge  to  have  it  revoked.  He 
must  prove  that  he  has  acquired  knowledge  of  the  fraud  since 
the  discharge  was  granted  and  that  had  such  facts  been  known 
in  time,  he  would  have  opposed  the  discharge. 

Operation  of  the  Law 

The  Bankruptcy  Act  contains  much  of  outstanding  merit. 
But  its  administrative  defects  are  apparent.  These  are  best 
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understood  by  considering  certain  statistics  with  respect  to 
operations  under  the  law.^^ 

For  the  fiscal  year  ended  June  30,  1930,  there  were  filed  in 
the  United  States  (including  Alaska,  Porto  Rico,  and  Hawaii) 
62,845  petitions  in  bankruptcy  (57,299  of  them  voluntary), 
while  there  were  concluded  60,548  cases  with  liabilities  of 
$948,257,731.  As  contrasted  with  this  sum,  assets  realized 
net  only  $118,572,409.  From  this  sum,  payments  of  $12,326,- 
922.65  in  fees  and  expenses  of  administration  and  further 
payments,  chiefly  priority,  secured  and  lien  creditors,  reduced 
the  amount  paid  to  general  creditors  to  $50,717,822.01,  or  7.5 
per  cent  of  their  claims.  Creditors  of  all  classes  received  8.6 
per  cent  of  their  claims.  Of  the  total  number  of  cases,  38,116 
had  no  assets  and  4,705  were  filled  in  forma  pauperis  to  avoid 
payment  of  filing  fees,  a  total  of  nearly  two-thirds  of  all  the 
cases.  The  cost  of  liquidation  represented  20.9  per  cent  of 
the  total  sum  realized  from  bankrupt  estates.  In  other  words, 
there  is  disproportionate  expense  of  administration  and  small 
realization  for  creditors.  Lack  of  interest  on  the  part  of 
creditors  is  shown  by  the  fact  that  they  did  not,  in  the  four 
years  1925-1928  inclusive,  see  fit  to  file  claims  representing 
over  30  per  cent  of  all  scheduled  liabilities. 

The  present  National  Bankruptcy  Act  has  been  a  dis- 
appointment to  the  business  interests  of  the  nation.  It  is  a 
law  designed  to  be  in  the  interests  of  the  creditor  class.  In 
this  respect  it  differs  from  the  Acts  of  1800,  1841,  and  1867, 
which  were  passed  wholly  in  the  interests  of  debtors.  The 
partial  failure  of  the  present  law  is  due  almost  entirely  to 
the  fact  that  creditors  have  not  aided  as  they  should  in  secur- 
ing a  proper  administration  of  the  law.  Creditors  have  per- 
mitted the  administration  to  fall  into  the  hands  of  groups 
of  interested  attorneys  who  have  molded  its  administration  in 
their  own  interest  and  have  brought  the  law  into  disrepute. 
The  courts  have  not  been  supplied  with  adequate  facilities  for 
meeting  the  great  burden  of  detail  work  which  the  administra- 
tion of  the  law  has  forced  upon  them.    Creditors  too  readily 

11  Annual  Eeport  of  the  Attorney  General  of  the  United  States  for 
the  fiscal  year  ended  June  30,  1930. 
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accepted  the  idea  that  proceedings  under  the  Act  are  unduly- 
prolonged  and  expensive.  When  the  latter  abuses  first  pre- 
sented themselves  creditors  made  no  systematic  and  deter- 
mined efforts  to  correct  them.  The  theory  of  the  law  is  that 
creditors  should  control,  supervise,  and  manage  its  adminis- 
tration, but  in  practice  this  theory  has  been  abandoned.  The 
one  great  and  vindicating  effect  of  the  law  has  been  that  the 
old,  iniquitous  practice  of  protecting  creditors  local  to  a  state 
has  been  eliminated,  and  all  creditors,  no  matter  where  they 
reside,  have  common  cause  against  the  assets  of  a  debtor. 

It  has  been  the  experience  of  creditors  that  too  much  of 
the  assets  of  bankrupt  estates  has  been  used  in  satisfying  the 
cost  of  administration.  This  is  demonstrated  by  an  analysis 
of  330  cases  selected  at  random  in  the  southern  district  of 
New  York,  which  showed  that,  of  a  total  administrative  ex- 
pense of  36.67  per  cent,  over  a  third  went  to  attorneys.  At- 
torneys' fees  and  expenses  consumed  13.34  per  cent  of  the 
assets;  fees  and  expenses  of  receivers,  trustees,  and  referee 
7.61  per  cent;  expenses  of  possession  (custodian,  insurance, 
rent,  light,  gas,  and  telephone)  6.83  per  cent;  expenses  of  sale 
(auctioneers  and  appraisers)  6  per  cent;  and  miscellaneous 
expenses  (accountants'  fees,  stenographic  charges,  and  other 
minor  items)  2.89  per  cent. 

General  dissatisfaction  with  the  Bankruptcy  Law  has  caused 
the  Federal  Government  to  institute  a  far-reaching  survey 
into  the  causes  for  this  dissatisfaction  and  a  search  for  reme- 
dies for  the  existing  abuses.  From  this  survey  there  will  un- 
doubtedly develop  legislation  which  will  produce  bettered 
conditions  of  administration.  At  the  same  time,  it  must  be 
remembered  that  reforms  which  may  be  introduced  into  the 
law  will  not  of  themselves  make  it  perfectly  operative,  and 
that  the  constant  interest  and  vigilance  of  creditors  will  alone 
bring  satisfactory  administration,  unless  we  may  wish  to  re- 
vert to  the  English  system,  which  considers  bankruptcy  ad- 
ministration a  function  of  the  government." 


12  On  the  general  matter,  see  the  report  of  William  J.  Donovan  on 
bankruptcy  administration,  presented  to  Judge  Thatcher  under  date 
of  March  22,  1930. 
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CHAPTER  XXVII 

ADJUSTMENT  BUREAUS,  BUSINESS  SERVICE,  AND 
FRAUD  PREVENTION 

Outside  the  legal  system,  creditors  have  developed  a  system 
of  mutual  cooperation  in  dealing  with  embarrassed,  if  not 
insolvent,  debtors.  In  so  far  as  constructive  measures  can 
be  taken,  which  will  save  the  honest  and  deserving  debtor, 
justice  is  provided  and  the  community  benefited.  In  a  nar- 
rower sense,  the  interested  creditors  derive  a  direct  benefit 
from  the  payments  which  they  receive  and  the  possibilities 
opened  of  profitable  future  business.  Even  if  liquidation  is 
necessary,  the  process  can  be  so  conducted  and  the  legal  forms 
so  selected  as  to  reduce  expense  and  increase  the  amount  re- 
covered by  the  creditors.  While  emphasis  is  placed  on  busi- 
ness service,  fraud  is  not  neglected,  but  is  prosecuted  in  co- 
operation with  public  officials. 

Development  of  Adjustment  Bureaus 

In  the  field  of  adjustments,  as  in  other  fields,  such  as  inter- 
change of  ledger  information  among  credit  men,  there  has 
been  a  notable  tendency  toward  mutual  or  cooperative  en- 
deavor. Adjustment  organizations  have  long  existed,  but  as 
a  rule  have  been  privately  owned  and  operated  for  profit. 
Their  functions,  too,  have  been  largely  of  a  collection  nature, 
so  that  many  of  them  were  regarded  as  primarily  collection 
agencies  operating  under  another  and  less  odious  name.  To 
furnish  a  cooperative  service,  various  organizations  of  busi- 
ness men,  trade  associations  and  credit  men 's  associations  have 
undertaken  to  act  as  intermediaries  between  the  embarrassed 
debtor  and  his  creditors. 

The  first  organization  designed  to  provide  for  the  mutual 
cooperation  of  creditors  for  this  purpose  was  formed  in  1877. 
It  became  known  as  the  Board  of  Trade  of  San  Francisco  and 
is  still  in  existence  to-day.     As  the  plan  proved  successful, 

619 
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additional  bodies  were  formed.  With  the  organization  of  the 
National  Association  of  Credit  Men  in  1896,  credit  men  began 
to  interest  themselves  on  a  more  widespread  scale,  and  the 
association  took  the  lead  in  adjustment  bureau  formation  and 
practice.  Many  bureaus  represented  an  outgrowth  of  the 
practice  of  forming  creditors'  committees  for  special  cases  as 
required.  In  June,  1910,  forty-five  bureaus  were  in  opera- 
tion. In  1917  the  local  bureaus  were  placed  under  the  super- 
vision of  the  national  body  to  insure  skilled,  consistent,  and 
equitable  management.  The  service  has  grown  until  there 
were,  on  July  1,  1930,  seventy-six  approved  adjustment  bu- 
reaus located  in  the  larger  cities  of  thirty-four  states  and  the 
District  of  Columbia.  The  Credit  Monthly  publishes  the  list 
of  these  bureaus  every  other  month,  stating  the  services  which 
each  renders.  For  some  years  it  has  been  the  policy  to  dis- 
courage operation  of  bureaus  in  small  associations,  and  to 
favor  mergers  where  possible  into  strong  district  organiza- 
tions. The  aims  of  these  bureaus,  as  set  forth  in  1906  in  the 
report  of  the  first  committee  appointed  by  the  Association  to 
consider  the  subject,  are,  in  general,  the  same  to-day: 

1.  To  investigate,  upon  request,  the  affairs  of  a  debtor  reported 
to  be  insolvent  and  to  adjust  the  estate,  when  possible,  without 
court  proceedings. 

2.  To  secure  capable  and  efficient  receivers,  appraisers,  or  trus- 
tees when  court  proceedings  are  found  to  be  necessary. 

3.  To  secure  quick  adjustment  of  all  honest  failures  at  the  mini- 
mum cost  and  with  the  maximum  dividend  to  creditors. 

4.  To  facilitate  and  economically  to  secure  extensions  or  liquida- 
tions when,  upon  investigation,  it  is  found  to  be  to  the  best  in- 
terests of  all. 

5.  To  influence  concerted  action  by  creditors  for  the  benefit 
of  all. 

6.  To  assist  creditors  to  acquire  for  their  own  use  the  estate  of 
failing  or  insolvent  debtors,  when  mutually  agreed  upon. 

7.  To  prosecute  or  assist  in  the  prosecution  of  the  guilty  party 
or  parties  where  investigation  discloses  fraud  or  the  intent  to 
defraud. 

The  last  named  purpose  is  now  within  the  scope  of  the 
Association's  Fraud  Prevention  Department. 
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Adjustment  Bureau  Services 

The  general  function  of  the  adjustment  bureau  is  to  give 
creditors  a  well-regulated,  efficient,  and  economical  organiza- 
tion for  cooperation  in  handling  the  affairs  of  embarrassed 
debtors.  In  practice,  the  adjustment  bureau  takes  the  place 
of,  or  cooperates  with,  a  committee  of  creditors,  but  it  is 
usually  better  equipped  by  reason  of  its  better  facilities  and 
broader  experience. 

Separating  this  general  function  into  its  constituent  parts, 
three  duties  may  be  cited: 

1.  The  initial  duty  is  that  of  investigation.  A  staff  of 
trained  investigators  is  employed  by  each  bureau  to  make  a 
personal  investigation  of  the  debtor's  affairs  and  recommend 
the  most  suitable  method  of  adjustment.  Outside  accountants 
are  employed  in  the  more  important  cases.  A  traveling  ad- 
juster, representing  one  or  more  creditors,  and  with  authority 
for  immediate  action,  may  be  used  instead. 

2.  A  second  duty  is  to  effect  friendly  adjustments,  serving 
creditors  in  a  fiduciary  capacity  in  all  actions  other  than  bank- 
ruptcies. These  may  consist  of  extensions,  compromise  settle- 
ments, or  friendly  liquidations.  The  bureau  can  both  plan 
and  carry  out  these  operations  by  means  of  its  skilled  and 
experienced  staff.  Under  the  extension,  the  debtor  may  retain 
and  operate  his  business,  or  he  may  act  merely  as  an  em- 
ployee of  a  bureau  representative  placed  in  charge  until  all 
the  original  indebtedness  is  paid.  Under  the  common-law 
composition,  the  bureau  has  greater  influence  with  creditors, 
who  are  influenced  by  the  fact  that  it  is  their  own  organization 
and  that  it  is  subject  to  oversight  by  the  national  association. 

3.  A  third  duty  is  to  serve  in  a  fiduciary  capacity  during 
bankruptcy  proceedings.  The  bureau  may  act  as  the  credi- 
tors' representative  or  one  of  its  staff  may  secure  election  as 
the  trustee.  In  the  latter  case,  the  bureau's  expert  staff  may 
aid  in  keeping  down  the  cost  of  administration  while  obtain- 
ing the  highest  prices  for  the  debtor's  assets. 

A  well-organized  bureau  is  obviously  far  superior  to  the 
creditors'  committee  devised  for  a  specific  case  and  then  dis- 
banded.   The  latter  device  was  especially  used  after  the  crisis 
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of  1920,  as  a  means  of  rehabilitating  business  eoncems,  and 
was  extensively  used  by  bankers.^  In  such  cases,  an  agree- 
ment is  made  whereby  existing  creditors  subordinate  and  ex- 
tend their  claims,  banks  advance  sufficient  new  money  (there- 
after entitled  to  prior  lien)  to  continue  the  business,  and  the 
management  passes  to  the  control  of  a  committee  chosen  from 
among  the  creditors,  to  remain  there  until  debts  have  been 
either  paid  or  adequately  proAdded  for.  The  committee  has 
the  handicap,  as  compared  with  court  receivership,  of  in- 
ability to  set  aside  existing  contracts  of  the  business,  to  exam- 
ine closely  the  validity  of  creditors'  claims,  and  to  control 
recalcitrant  creditors.  On  the  other  hand,  it  has  the  advan- 
tage of  engendering  mutual  confidence,  giving  service  with 
efficiency  and  economy,  keeping  unfavorable  publicity  in  the 
background,  and  of  maintaining  a  better  morale  for  the  or- 
ganization. The  committee  on  the  whole  has  had  but  limited 
success.  It  lacks  courage  and  does  not  penetrate  deeply 
enough  into  causes  of  difficulty  to  bring  about  permanent 
rehabilitation;  recalcitrant  "strikers"  are  able  too  well  to 
hold  up  the  settlement,  and  the  committee  assumes  a  responsi- 
bility which  may  injure  its  reputation  and  result  in  the  award 
of  financial  damages  in  an  action  by  an  incompetent  debtor 
who  has  been  ousted  by  them. 

The  adjustment  bureau  may  also  represent  and  protect 
creditors  where  debtors  suffer  fire  loss,  and  in  so  doing  may 
aid  the  debtor  also.  It  will  seek  a  fair  and  speedy  settlement 
with  the  insurance  companies.  If  the  debtor  is  not  strong 
financially,  or  his  honesty  is  doubted,  it  may  attach  the  in- 
surance carried  by  him  for  the  benefit  and  protection  of  his 
creditors. 

In  recent  years  these  bureaus  have  added  a  collection  de- 
partment, operated  separately  from  the  adjustment  work. 
"Wliere  two  or  more  claims  are  received  against  a  debtor,  the 
first  received  takes  precedence,  unless  otherwise  arranged  with 
the  forwarding  creditors.  If  claims  appear  uncollectible,  the 
member  is  so  informed.    Only  upon  express  instructions  from 


I  See  A.  S.  Dewing,  The  Financial  Policy  of  Corporations   (rev.  ed., 
New  York,  1926) ,  Book  V,  Cliap.  IX. 
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the  employing  member  is  the  claim  referred  to  the  adjust- 
ment service. 

Collection  service  is  available  to  all  members  of  the  National 
Association.  The  second  of  the  four  services  listed  automati- 
cally follows  the  first,  but  neither  of  the  first  two  services  is 
available  on  claims  forwarded  by  other  bureaus.  The  four 
services  rendered  are  as  follows : 

1.  Free  demand  service,  comprising  either  letter  or  draft,  at 
the  creditor's  option.  No  charge  if  effective  within  seven  to  ten 
days. 

2.  Office  service.  Collection  after  the  seventh  or  tenth,  but 
before  the  fourteenth  or  twentieth  day  costs  from  5  per  cent  to 
10  per  cent,  with  a  minimum  fee  of  $2.50,  while  collections  after 
twenty-one  or  thirty  days  are  made  at  the  collection  rates  set  by 
the  Commercial  Law  League  of  America  or  local  association. 

3.  Attorney  service.  Claims  requiring  the  services  of  an  attor- 
ney are  handled  at  Commercial  Law  League  rates,  plus  suit  fee 
and  expenses,  if  any. 

4.  Adjuster  service.  Fees  to  local  members  are  optional  with 
the  board  of  directors,  but  nonmembers  pay  $25  per  day  plus  ex- 
penses. On  claims  forwarded  by  one  bureau  to  another,  the  for- 
warding bureau  receives  one-third  of  the  fee. 

Adjustment  Bureau  Organization 

Each  bureau  is  a  department  of  the  local  credit  men's  asso- 
ciation. If  separately  incorporated,  supervision  and  control 
is  retained  by  the  association  through  an  interlocking  direc- 
torate. No  association  can  arrange  for  private  operation  of 
the  bureau,  nor  has  any  person  any  private  financial  interest 
in  the  bureau.  All  expenses  are  assumed  by  the  bureau  and 
all  income  is  received  by  it,  the  bureau  being  self-supporting, 
though  nonprofit-making.  Each  bureau  is  under  direct  super- 
vision of  a  supervisory  committee,  composed  of  members  of 
the  local  association.  It  must,  however,  comply  with  the  rules 
of  the  Adjustment  Bureau  Department  of  the  National  Asso- 
ciation, the  director  of  which  exercises  close  and  continuous 
supervision  of  its  affairs,  subject  to  the  final  authority  of  the 
Board  of  Directors  of  the  National  Association.  The  purpose 
of  this  structure  is  to  give  immediate  control  to  the  local  asso- 
ciation, which  is  primarily  interested  and  responsible,  and 
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at  the  same  time  to  maintain  uniform  high  standards  through 
the  National  Association's  supervision. 

The  chairman  of  the  local  supervisory  committee  must  be 
a  member  of  the  board  of  directors  of  either  the  adjustment 
bureau  corporation  or  the  local  association.  The  meetings  of 
the  committee,  held  at  least  monthly,  consider  general  opera- 
tions, finances,  and  complaints.  The  bureau's  manager  makes 
a  detailed  report  to  the  committee  on  the  bureau's  activities, 
and  a  copy  of  the  annual  audit  and  report  is  forwarded  to 
the  national  headquarters. 

The  necessity  of  having  the  right  type  of  person  for  man- 
ager is  obvious.  He  must  be  of  the  highest  integrity,  with 
executive  ability  and  tact,  as  well  as  the  proper  experience. 
He  must  be  approved  by  the  National  Association  before  the 
local  bureau  can  appoint  him.  The  bureau  develops  a  com- 
petent staff  of  adjusters,  independent  appraisers  and  outside 
attorneys  ^  who  can  be  called  on  as  soon  as  occasion  demands. 
It  builds  lists  of  buyers  of  stocks  of  goods  of  all  kinds.  As  a 
measure  of  self-protection,  the  bureau  bonds  all  employees 
who  handle  money,  while  it  keeps  all  trust  funds  either  in 
separate  bank  accounts  or  in  one  account  for  which  it  keeps 
adequate  records.''  The  bureau  is  assisted  by  an  advisory 
committee  of  creditors  for  every  estate  which  it  handles.  The 
staff  varies  in  size  with  the  bureau  in  question.  New  York  City 
having  a  staff  of  84  people.  Problems  vary  somewhat  accord- 
ing to  the  territory  and  the  relative  strength  of  the  credit 
man's  association  therein. 

Adjustment  Bureau  Procedure 

Cases  come  into  the  bureau  in  one  of  five  ways : 

1.  The  case  may  be  referred  to  the  bureau  by  a  principal  creditor 
or  his  attorney  upon  whom  a  debtor  has  called  and  stated  that  he 
is  unable  to  meet  his  obligations. 

2.  The  bureau  may  be  appointed  by  a  creditor  to  represent  him 
at  a  meeting  of  creditors  called  by  a  debtor. 

2  The  attorney  may  he  a  regular  member  of  the  bureau  staff  in  states 
where  the  practice  is  not  contrary  to  law. 

s  The  latter  practice  requires  care  to  see  that  advances  to  trust 
accounts  do  not  exceed  the  amount  that  the  bureau  keeps  permanently 
in  the  account. 
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3.  A  claim  may  be  referred  to  the  bureau  by  a  creditor  who 
finds  his  attempts  to  collect  an  overdue  account  unavailing. 

4.  The  debtor  may  visit  the  bureau  to  discuss  his  affairs  and 
obtain  its  advice. 

5.  A  trade  group  in  its  discussions  may  determine  that  the 
services  of  the  adjustment  bureau  should  be  enlisted. 

The  two  initial  steps  involve  organization  of  a  creditors' 
committee  and  making  an  immediate  investigation  of  the 
debtor's  affairs.  Prom  inventories,  appraisal  of  assets,  and 
audit  of  books,  the  present  condition  of  the  business  and  the 
reasons  for  its  difSculties  can  be  determined,  and  a  tentative 
course  of  action  formulated.  A  meeting  of  creditors  can  re- 
view the  facts  of  the  case,  perhaps  by  questioning  the  debtor, 
and  decide  upon  a  definite  course  of  action.  The  plan  sug- 
gested by  the  creditors '  committee  and  the  bureau  usually  pre- 
vails, although  other  plans  may  be  brought  forward.  If  the 
bureau  is  to  be  effective,  it  must  obtain  complete  cooperation 
and  be  insured  uninterrupted  activity  in  administering  the 
estate.  When  an  extension  is  decided  upon,  the  bureau  usu- 
ally asks  the  creditors  to  assign  their  claims  to  it.  Minutes 
of  this  and  subsequent  meetings  must  be  recorded,  and  re- 
ports of  progress  in  the  case  regularly  made  to  the  creditors. 

The  third  step  is  to  gain  control  of  the  debtor's  estate.  The 
method  employed  for  this  purpose  varies  with  the  nature  of 
the  case ;  but  most  frequently  control  is  secured  by  an  assign- 
ment for  benefit  of  creditors,  a  trust  mortgage,  a  trust  deed, 
a  transfer  of  stock,  or  a  power  of  attorney. 

When  the  debtor  makes  an  assignment,  he  names  one  or 
more  officials  of  the  bureau  as  assignees,*  to  whom  he  transfers 
his  nonexempt  assets,  and  he  may  obtain  a  release.  This 
method  is  often  used  if  the  business  is  to  be  wound  up.  The 
difficulty  with  this  method  as  contrasted  with  the  others  cited, 
is  that  assent  of  all  creditors  must  be  obtained,  since  the  mak- 
ing of  the  assignment  constitutes  an  act  of  bankruptcy.  Three 
or  more  creditors  with  aggregate  claims  of  $500  may  block 
the  bureau's  plans  by  filing  a  petition  in  bankruptcy.  No 
dividends  are  paid  to  creditors  by  some  bureaus  until  four 


4  The  bureau  itself  may  be  named  if  the  state  law  permits. 
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months  after  assignment,  since  previously  unheard-of  credi- 
tors might  appear  and  demand  payment  after  the  estate  had 
been  closed,  but  before  the  four  months'  period  had  elapsed, 
and  they  could  then  file  a  petition  in  bankruptcy.  Other 
bureaus,  however,  do  not  delay  dividend  distributions. 

The  trust  mortgage  permits  the  debtor,  as  mortgagor,  to 
continue  to  conduct  his  business,  but  grants  the  bureau,  as 
trustee,  power  to  foreclose  when,  in  its  opinion,  the  business 
is  not  being  properly  conducted. 

The  trust  deed  transfers  all  the  debtor's  property  to  the 
bureau,  in  trust  for  his  creditors.  When  the  terms  of  settle- 
ment have  been  fulfilled,  and  the  adjustment  completed,  the 
business  is  turned  back  to  him.  This  may  be  used  in  case  of 
an  extension,  but  the  bureau  may  hesitate  to  take  title  be- 
cause of  liability  for  expenditures  involved  in  carrying  on  the 
business. 

When  the  debtor  is  a  corporation,  the  bureau  may  obtain 
control  through  transfer  of  stock.  The  stock  certificates  are 
indorsed  and  surrendered  to  the  bureau's  possession,  to  be 
returned  when  the  business  is  again  on  a  sound  basis.  Or  a 
power  of  attorney  may  be  granted  by  the  debtor  to  the  bureau 
or  its  representatives. 

In  its  conduct  of  the  debtor's  affairs,  the  bureau  must  pay 
close  attention  to  legal  and  other  requirements.  It  must  not 
violate  the  Bulk  Sales  Law,  which  is  not,  however,  applicable 
to  an  assignee ;  °  again,  it  must  protect  the  assets  in  its  posses- 
sion by  adequate  insurance  coverage  and,  if  necessary,  engage 
a  custodian. 

Results  of  Adjustment  Operation® 

The  results  of  the  adjustment  are  both  tangible  and  in- 
tangible. The  latter  are  perhaps  more  important  than  those 
that  can  be  measured  in  monetary  terms.  The  assisting  of 
deserving  debtors,  the  promotion  of  confidence  and  friendly 
relations  between  debtors  and  creditors,  and  the  deterrent 

B  In  fact,  the  Bulk  Sales  Law  may  be  invoked  to  force  a  composi- 
tion settlement,  despite  objections  of  one  or  more  recalcitrant  creditors. 
8  T.   N.   Beckman,   Credits   and   Collections   in   Theory   amd   Practice 
(2nd  ed.,  New  York,  1930),  pp.  483-486,  cites  some  actual  cases. 
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effect  upon  contemplated  fraud  cannot  be  valued  too  highly. 

Nevertheless,  the  credit  man  is  apt  to  look  directly  at  the 
dividends  paid  in  cases  which  the  bureau  handles.  The  record 
of  the  New  York  Credit  Men's  Adjustment  Bureau,  Inc.,  may 
be  cited,  both  because  of  its  size  and  the  complicated  nature 
of  its  work.  Formed  in  1925,  it  added  a  collection  depart- 
ment in  1929,  which  collected  5,851  claims,  amounting  to 
$712,131.86,  out  of  10,168  received,  totaling  $1,549,146.54 ;  and 
collected  1,222  claims,  amounting  to  $132,603.52,  on  free  de- 
mand service.  Its  adjustment  service  opened  339  new  cases 
during  1929  and  closed  125.'  The  liabilities  in  the  latter 
were  $3,042,706.12,  of  which  $87,902  represented  preferred 
claims  under  the  law.  The  cash  estate  realized  equaled 
$1,281,398.95,  of  which  6.686  per  cent  went  to  the  preferred 
creditors  and  $967,099.30,  or  75.48  per  cent,  to  the  general 
creditors,  who  received  an  average  dividend  of  36.96  per  cent 
on  their  claims,  or  83  per  cent  of  the  cash  estate.  Adminis- 
tration expenses,  such  as  rent  and  salaries  in  conducting  the 
business,  amounted  to  9  per  cent  of  the  cash  estate,  outside 
auditors'  and  attorneys'  fees  to  1.4  per  cent,  and  the  bureau's 
fees  for  time  charge  of  employees,  collection  commissions,  etc., 
to  7.26  per  cent.  The  accounts  receivable  obtained  in  friendly 
adjustments  were  collected  through  a  special  "accounts  re- 
ceivable collection  department,"  which  collected  $771,250.46 
during  the  year,  showing  an  average  in  26  typical  cases  of 
72.4  per  cent  collected.  The  bankruptcy  division  of  the  bu- 
reau handled  4,536  claims,  involving  2,618  separate  bank- 
ruptcy estates,  and  totaling  $2,260,359.27,  assembling  claims, 
seeing  that  they  were  properly  filed,  keeping  creditors  ad- 
vised of  proceedings,  and,  upon  request,  bringing  about  co- 
operative action  by  creditors,  besides  making  its  entire  facili- 
ties available  in  case  a  member  of  its  staff  served  as  trustee. 

A  comparison  between  bureau  records  and  the  dividends 
paid  to  general  creditors  in  bankruptcy  proceedings  is  not 
entirely  fair.  The  latter  handle  a  large  number  of  cases  with 
no  assets,  and  the  bureaus  obtain  a  selected  group  of  cases  with 
a  higher  percentage  of  assets.    Bearing  in  mind  these  short- 

7  Of  these,  58  were  liquidations,  65  settlements  and  two  extensions. 
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coinings,  some  figures  may  be  cited.^  A  comparison  for  1,284 
cases  handled  by  eighteen  bureaus  during  their  fiscal  year 
1926-27  with  results  in  the  same  judicial  districts  in  17,927 
bankruptcy  cases,  showed  a  respective  percentage  cost  to 
amount  realized  of  13.85  per  cent  and  24.26  per  cent;  a  re- 
spective percentage  of  dividends  to  general  creditors  to  lia- 
bilities of  27.45  per  cent  and  5.80  per  cent ;  and  a  respective 
percentage  of  dividends  to  general  creditors  to  amoimt  real- 
ized of  73.42  per  cent  and  43.32  per  cent. 

Business  Service 

Underlying  much  of  the  work  of  the  adjustment  bureau  is 
the  thought  of  business  service.  Business  service  has  been  de- 
fined by  the  Business  Service  Department  of  the  National 
Association  of  Credit  Men  as  "  a  service  rendered  to  customers 
by  giving  them  advice  and  counsel  in  the  planning  of  the 
operations  and  conduct  of  their  business,  thereby  persuading 
them  to  follow  the  line  which  will  necessarily  contribute  to 
a  continuation  of  their  business  in  a  successful  manner."  It 
emphasizes  the  fact  that  "unsuccessful  merchants  are  not  so 
unprincipled  as  they  are  incompetent,  and  they  are  not  so 
dishonest  as  they  are  victims  of  circumstances."  Not  only 
does  the  work  reduce  business  mortality,  hence  waste  in 
distribution,  but  it  also  increases  profitable  sales.  It  is,  of 
course,  particularly  applicable  to  the  retailer  as  contrasted 
with  the  manufacturer  and  wholesaler. 

To  make  more  concrete  the  nature  of  business  service,  the 
information  and  groundwork  needed  by  the  credit  manager 
for  giving  business  service  are  stated  by  the  Department  as 
f  oUows : 

1.  Knowledge  of  retail  merchandising,  marketing  areas;  budget 
control,  proper  mark-up;  proper  bookkeeping  methods;  proper  re- 
lation of  profit  to  sales  and  overhead;  means  for  ascertaining 
business  "leaks,"  etc. 

2.  The  credit  manager  must  be  at  least  partially  a  student  of 
psychology.  He  must  be  able  to  appraise  a  man's  ability  upon 
superficial  evidence,  and  determine  the  extent  of  a  man's  capacity 

ST.  C.  Billig,  "What  Price  Bankruptcy:  A  Plea  for  'Friendly  Adjust- 
ments',"  Cornell   Law   Quarterly,  June,    1929,   pp.   413-446. 
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and    vocational    adaptability    for    operating    a    retail    business. 

3.  The  credit  manager  must  be  able  to  answer  such  questions 
as  these :  Why  should  I  carry  liability  insurance  on  my  personal 
automobile?  What  should  be  my  ratio  of  profit  to  gross  sales? 
What  kind  of  insurance  should  I  carry,  and  how  much  wiU  it  cost 
me?  What  kind  of  bookkeeping  system  shall  I  set  up?  Why 
should  I  make  a  financial  statement  periodically?  I  keep  a  gen- 
eral store — two  of  my  departments  are  showing  a  profit,  and 
three  a  loss,  what  shall  I  do?  What  is  the  best  way  of  taking  in- 
ventory and  how  often  should  I  take  one?  What  shall  my  mark- 
up be? 

4.  The  credit  manager  must  be  in  a  position  to  show  retailers 
diplomatically  the  advantage  of  following  accepted  business  meth- 
ods; such  as  making  of  financial  statements,  taking  of  inventories, 
etc.  He  should  be  able  to  convince  the  retailer  that  such  methods 
are  for  his  own  benefit  and  materially  increase  his  credit  worthiness 
in  the  eyes  of  the  wholesalers. 

5.  The  credit  manager  must  carefully  study  sources  of  income, 
crop  and  marketing  conditions  in  the  various  localities  where  he  is 
selling,  for  the  purpose  of  properly  advising  retail  customers  in 
that  district. 

6.  The  credit  manager  must  be  able  to  analyze  the  affairs  of  a 
customer,  ascertain  his  outside  interests,  determine  the  advisability 
of  continuing  these  interests  and,  in  other  words,  act  as  a  diagnos- 
tician and  general  practitioner  for  business  Ulness. 

In  the  practical  application  of  business  service,  preventive 
are  distinguished  from  remedial  measures.  In  developing 
preventive  measures,  the  need  for  a  tactful  approach  is  em- 
phasized, with  close  contact  with  the  customer  as  its  objec- 
tive. The  credit  man  should  develop  as  close  contact  as  pos- 
sible. Salesmen  should  be  educated  to  take  a  personal  in- 
terest in  their  customers'  affairs  and  to  impress  upon  them 
that  the  credit  department  is  anxious  to  assist  in  solving  busi- 
ness problems  and,  if  necessary,  in  installing  more  effective 
systems  and  methods.  Wholesalers  and  manufacturers  should 
disseminate  to  their  customers  pamphlets  impressing  upon 
the  customer  the  fact  that  his  success  means  the  seller's  suc- 
cess, and  soliciting  requests  for  advice,  assistance,  and  coun- 
sel, as  a  means  to  larger  profits. 

Remedial  measures — on  slow  debtors — are  favored  through 
the  local  credit  men's  association,  cases  originating  through 
trade  groups.     The  secretary  of  the  local  association,  at  the 
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request  of  members  who  agree  to  bear  the  cost,  sends  a  trained 
investigator  to  report  upon  the  debtor's  true  condition,  the 
reason  for  slow  payment,  and  recommend  steps  to  be  taken. 
Follow-up  is  made  from  time  to  time  to  note  progress.  The. 
plan  has  been  in  successful  operation  in  Los  Angeles  and  San 
Francisco,  and  is  operated  outside  the  adjustment  bureau, 
whose  aid  is  enlisted  only  in  the  event  that  the  debtor  is 
hopelessly  involved.  A  Manual  of  Business  Service  Remedial 
Measures  has  been  compiled. 

Fraud  Prevention 

An  integral  part  of  the  activities  of  the  National  Associa- 
tion of  Credit  Men  is  its  fraud  prevention  service.  As  early 
as  1902,  the  Association,  then  only  six  years  old,  raised  its 
first  fund  to  prosecute  commercial  fraud.  With  the  excep- 
tion of  this  small  fund,  however,  action  taken  was  either  by 
individuals  or  by  the  cooperation  of  creditors  in  some  in- 
stances. Where  fraud  was  suspected  in  a  bankruptcy  case, 
a  committee  of  creditors  was  usually  selected,  and  creditors 
asked  to  contribute  5  to  10  per  cent  of  their  claims  to  a  fund 
to  finance  investigation  and  prosecution.*  It  was  found  that 
the  committee  often  had  neither  sufficient  funds,  time,  nor 
trained  skill  available.  In  1916,  the  Association  instituted 
a  limited  investigation  service,  which  cooperated  with  local 
credit  men's  associations.  This  was  succeeded  in  1925  by  a 
nationwide  staff  of  skilled  investigators  under  the  direction 
of  a  Credit  Protection  Department.  In  that  year,  the  credit 
men  of  the  country  raised  a  fund  of  $1,400,000  for  the  pros- 
ecution of  fraudulent  debtors,  most  of  which  has  been  spent. 
Almost  $1,000,000  has  been  raised  in  the  second  campaign. 
The  name  of  the  department  was  changed  in  1930  to  the 
Fraud  Prevention  Department. 

The  Department  is  devoted  exclusively  to  investigating, 
prosecuting,  and  preventing  commercial  crime.  It  seeks  to 
benefit  credit  men  both  by  direct  recoveries  and,  more  largely, 
by  deterring  commission  of  frauds  through  their  prompt 
detection  and  the  punishment  of  offenders.    It  seeks  to  render 

"  In  fact,  such,  "war  chests"  are  still  accumulated. 
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more  skilled  service  at  lesser  cost  than  if  the  machinery  had 
to  be  set  up  anew  in  each  case.  Its  specific  services  are  three- 
fold: 

1.  It  will  investigate,  at  the  request  of  a  business  concern,  cases 
in  which  the  latter  is  a  creditor  and  there  are  reasonable  grounds 
for  believing  that  punishable  fraud  has  been  committed. 

2.  It  will  supply  the  necessary  investigating  force  to  gather 
the  evidence,  in  cooperation  with  government  agencies. 

3.  It  will  present  the  evidence  to  the  proper  authorities,  and 
follow  each  case  to  a  conclusion. 

The  Department  has  served  to  overcome  the  former  suspicion 
with  which  this  type  of  case  was  viewed  by  prosecuting  offi- 
cials, because  of  frequent  attempts  made  to  use  their  offices 
as  collection  agencies. 

The  Department  is  responsible  through  the  executive  man- 
ager of  the  Association  to  the  latter 's  officers  and  directors, 
who,  in  turn,  are  responsible  to  the  general  membership.  The 
Department  maintains  divisional  headquarters  in  each  of  the 
three  divisions  of  the  Association,  at  New  York,  Chicago,  and 
San  Francisco.  Each  division  embraces  several  districts,  with 
a  branch  office  in  each.  The  operations  of  each  of  the  three 
divisions  of  the  department  are  supervised  by  a  divisional 
Fraud  Prevention  Committee,  while  the  branch  offices  are 
supervised  by  district  case  committees.  All  committees  are 
composed  of  members  of  the  National  Association  and  serve 
without  pay.    A  paid  staff  carries  on  the  work. 

The  record  of  the  Department  since  its  inception  on  June  1, 
1925,  has  been  very  satisfactory.  From  June  1,  1925,  to 
March  31,  1930,  there  were  149,826  creditors  served,  with 
total  claims  of  $54,911,934.73.  The  summary  of  eases  handled 
from  June  1,  1925,  to  March  31,  1930,  is  as  follows: 

Total   convictions    915 

Total  persons  indicted  1,913 

Total  indictments  pending   506 

Total  cases  pending  878 

Formal  requests  received    3,174 

Formal  requests  not  warranting  prosecution  1,700 

Estimate  of  recoveries  for  estates  through  de- 
partment  activities    $1,516,937.75 
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Subscribers  to  the  fund  may  secure  the  service  without 
charge.  Nonsubscribers  who  are  members  of  the  National 
Association  may  obtain  the  service  by  guaranteeing  to  re- 
imburse the  fund  for  costs  in  each  accepted  case,  less  con- 
tributions received  from  nonsubscribing  creditors.  The  credi- 
tor is  not  permitted  to  compromise  with  the  debtor  or  retire 
from  complete  and  thorough  prosecution  of  the  case. 

Classes  of  Frauds 

The  department  investigates  the  following  classes  of  fraud 
cases : 

1.  Concealment  o£  assets  in  bankruptcy. 

2.  Using  the  mails  in  a  scheme  to  defraud  creditors. 

3.  Obtaining  money,  property,  or  credit  on  false  and  fraudulent 
financial  statements. 

4.  Destruction  or  mutilation  of  books  and  records  in  contempla- 
tion of  bankruptcy. 

5.  Miscellaneous  violations  of  the  bankruptcy  laws. 

Failures  tinged  with  fraud  represent  in  part  the  work  of 
independent  business  men  actually  going  to  the  wall,  who 
are  victims  of  adverse  circumstances.  Far  more  dangerous, 
however,  are  those  framed  by  "professionals" — ^not  the  lone 
dishonest  traders  of  yesterday,  but  those  who  to-day  operate 
a  sort  of  "racket."  The  latter  often  include  the  accountant 
and  the  attorney,  as  well  as  the  fence  or  receiver.  The  failure 
may  be  entirely  planned  in  advance,  or  else  may  represent  a 
scheme  pressed  upon  a  man  about  to  fail. 

There  are  different  types  of  premeditated  fraud.  The 
principal  ones  alone  will  be  indicated  here,  as  follows : 

1.  Use  of  a  name  similar  to  that  of  a  well-rated  concern,  with 
a  more  or  less  similar  address. 

2.  Starting  of  a  new  concern  of  the  same  name  shortly  after  a 
well-rated  one  goes  out  of  business  because  of  the  death  of  its 
principal. 

3.  Buying  up  of  a  concern  with  a  good  rating,  which  is  usually 
done  just  after  the  revised  agency  report  is  out. 

4.  Establishing  a  good  rating,  perhaps  using  another  man  as 
a  "Wind"  in  the  business. 
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The  showing  may,  instead,  be  fortified  by  a  fraudulent 
statement.  In  the  actual  bankruptcy,  merchandise  and  re- 
ceivables may  have  disappeared.  They  may  have  been  sold 
at  low  figures  to  outsiders,  or  coUusively  to  a  fence,  or  dis- 
posed of  secretly  through  relatives  or  through  other  stores 
owned  by  the  principal.  Burglary  or  gambling  debts  may  be 
suggested  to  account  for  the  disappearance  of  assets.  Or 
records  may  be  tampered  with.  Sales  may  not  be  recorded, 
the  principals  pocketing  the  sums  received,  and  if  such  funds 
are  later  needed  in  the  business,  are  entered  as  deposits,  often 
secured  by  collateral.  Fictitious  liabilities  of  other  kinds  may 
be  set  up. 

Considerable  difficulty  often  arises  with  attorneys  over  con- 
trol of  cases.  Unscrupulous  attorneys  at  times  may  seek  to 
control  creditors  as  soon  as  they  learn  of  a  merchant's  finan- 
cial difficulties  and  throw  him  into  bankruptcy,  regardless  of 
whether  or  not  such  action  is  actually  required.  Again,  bank- 
ruptcy rings,  which  cooperate  in  assembling  and  transferring 
claims,  exist  in  many  cities.  The  same  ring  may  often  contain 
both  an  attorney  representing  the  debtor  and  one  representing 
the  creditors.  No  charge  may  be  made  for  representation  and 
the  attorney  may  even  pay  a  small  debt  in  full  in  order  to 
obtain  the  right  to  represent  the  creditor.  Several  attorneys 
may  "pool"  claims  in  order  to  elect  a  trustee.  The  object  is, 
of  course,  to  control  the  case;  attorneys'  fees  as  well  as  ex- 
penses are  by  no  means  standardized,  while  fee  splitting  to 
secure  claims  is  common,  despite  its  condemnation,  and  false 
representation  often  occurs  in  compositions. 
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Aeceptanee,    banker's,    creation, 
382 
defined,  44 

open     market     purchase,    by 
Federal     reserve     banks, 
385 
rediscount,  by  Federal  reserve 

banks,  385 
use,  44 

volume  in  1930,  383 
trade,  campaign  for  use,  30 
defined,  43 
form  (Fig.  3),  43 
theory,  30 
use,  31,  287 
Acceptance    agreement,    form 

(Fig.  5),  46 
Accountant,  certificate  on  finan- 
cial statement,  267 
Accountants  Directory  and  Who's 

Who,  254 
Accounting,  knowledge  of,  80 
Accounting    department    and 

credit  department,  109 
Accounts  payable,  283,  289 

relation  to  merchandise,  318 
Accounts  receivable,  282,  285 
assignment,   286,  361,  366 
relation  to  merchandise,  316 
relation  to  sales,  313 
Accrued  expenses,  291 
"Acid  test,"  312 

Adjustment    bureaus,    compared 
with  bankruptcy,  627 
development,  619 
organization,  623 
procedure,  624 
results  of  operation,  626 
services,  621 
Adjustments,    credit    insurance, 

406 
Administrators,  88 
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Advances,  by  Federal  reserve 
banks,  369 

Agents  abroad,  as  source  of 
credit  information,  493 

Agricultural  credit,  paper  evi- 
dencing, at  Federal  re- 
serve banks,  372,  380 

Agricultural  Credits  Act  of  1923, 
372,  380,  381 

American  Acceptance  Council, 
figures  on  volume  of 
bankers'  acceptances,  383 

American    Bankers   Association, 
Clearing   House  Division 
credit  bureaus,  245 
recommends     financial     state- 
ment, 269 

American  Credit  Indemnity  Co., 
399 

American  Exporter,  The,  as 
source  of  foreign  credit 
information,  501 

American  Foreign  Credit  Under- 
writers, Inc.,  504 

American  Institute  of  Account- 
ants, surveys  attitude  to- 
wards certified  financial 
statements,  265 

American  Manufacturers  Export 
Association,  as  source  of 
foreign  credit  informa- 
tion, 496 
American  Manufacturers  Foreign 
Credit  Insurance  Ex- 
change, 504 

American  Trade  Acceptance 

Council,   form    (Fig.    3), 
43 
work,  30 
American  Ttade  Association  Ex- 
ecutives, credit  bureaus  of 
members,  198 
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Anticipation  rates,  32 

A.  0.  G.  terms,  35 

Appeals,  collection  letter,  535 

Application  clerk,  in  retail  credit, 

426 
Assignment,  accounts  receivable, 
to  banks,  366 
to  finance  companies,  361 
treatment    in   financial    state- 
ment, 286 
advantages  and  disadvantages, 

587 
compensation  of  assignee,  591 
creditors'  attitude  towards,  589 
duties  of  assignee,  590 
nature,  586 
procedure,  588 
Associated     Exporters     Foreign 
Credit      Guarantee      Ex- 
change, 504 
Attachment,  grounds,  568 
nature,  566 
procedure,  567 
purpose,  566 
Attorney,  as  collector,  compensa- 
tion, 547 
form  (Fig.  35)  548 
use,  546 
as  credit  reporter,  compensa- 
tion, 229 
form  (Fig.  21),  226 
use,  227 
Authority  to  purchase,  50 
Authorization    of    charge    pur- 
chases, 449 
Ayres,  M.  V.,  457 


Babson  service,  252 

Bad  Check  Law,  58 

Bad  debt  loss,  118 

Bad  debts,  charging  off,  553 

Bagehot,  W.,  78 

Balance  and  loan  cards,  in  banks, 

103 
Balance  sheet,  258,  281 

See  also  Financial  Statement. 
Bank,  as  source  of  credit  infor- 
mation, 230 
to  banks,  238 
to  business  houses,  234 


in  foreign  credit,  489,  501 
in  retail  credit,  431 
assignment  of  accounts  receiv- 
able to,  366 
functions,  4,  19 
inquiries    of   business   houses, 

181 
legal  loan  restrictions,  336 
loan  requirements,  340 
reserve,  334 
reviews  of  business  conditions, 

252 
total  credit  power,  333 
Bank  credit,  compared  with  mer- 
cantile, 76 
Bank  credit  department,  91 
Banker's  acceptance.  See  Accept- 
ance, banker's. 
Bankruptcy,  acts  of,  599 
claims,  608 
classes  of,  598 

compared  with  adjustment,  627 
composition  settlement  in,  611 
defined,  595 
discharge  in,  614 
dischargeable  debts  in,  611 
dividends,  609 
examination  of  debtor,  613 
legislation,  development  of, 

595 
operation,  615 
power  of  attorney  form  (Fig. 

37),  607 
procedure,  601 
proof  of  debt  form  (Fig.  36), 

606 
receiver,  605 
referee,  603 
statistics,  616 
theory  underlsdng,  597 
trustee,  604 
Bankruptcy  rings,  633 
Beckman,  T.  K,  72,  344,  348 
Best,  Alfred  M.  Co.,  as  source  of 

credit  information,  159 
Bill  of  exchange,  42 
Bill  of  lading,  61 
Bills  payable,  289 
Bishop's  Service,  160 
Black  lists,  in  collections,  549 
Blank  indorsement,  54 
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Blue  books,  154 

Board  of   Trade  of   San  Fran- 
cisco, in  adjustments,  619 
Bond  and  mortgage,  66 
Bonds,  65,  297 
Book  accounts,  38 
Bookkeeping    department,    rela- 
tion to  credit  department, 
451 
Bradstreet    Company,    collection 
service,  141 
failure  causes,  579 
failure  statistics,  580 
foreign  service,  494 
history,  122 

key  to  ratings  (Fig.  12),  133 
rating  book,  130 

specimen  (Fig.  10),  131 
special  reports,  136 
structure,  126 

value  of  report  service,  141 
Bradstreet's,  141 
Branch  bank,  in  foreign  credit, 

489 
Branch  credit  work,  bank,  105 

business  house,  115 
Brewster,  S.  F.,  580 
Brisco,  N.  A.,  424,  438 
Brookmire  service,  252 
Building  Material  Dealers  Credit 

Association,  282». 
Bmldings,  292 

Bulk  Sales  Law,  adjustment  bu- 
reaus and,  626 
classes  of  laws,  571 
New  York,  571 
problems,  574 
purpose,  570 
remedies  of  creditors,  575 
Bulletin  service,  in  retail  credit, 

441 
Bureau  of  Foreign  and  Domestic 
Commerce.  See  U.  S.  De- 
partment of  Commerce. 
Business  cycle,  relation  to  credit 
analysis,  68 
relation  to  credit  period,  23 
relation  to  credit  system,  12, 15 
sources  of  data,  252 
Business  failures,  causes,  579 
statistics,  580 


Business  organization,  forms,  84 
Business  publications,  as  source 
of  credit  information,  250 
Business  service,  628 


Cancellations  and  returns,  551 
Cannon,  J.  Gr.,  93 
Capacity,  as  a  credit  factor,  72 
Capital,  as  a  credit  factor,  74 

relation    to    operating    profit, 
320 

transfer  by  credit,  4 
Capital  account,  298 
Capital  stock,  298 
Cash,  284 

relation  to  current  liabilities, 
312 
Cash  discount,  abuse,  28 

collecting  unearned,  550 

function,  28 

growth,  21 

nature,  27 

relation  to  banking  system,  29 

relation    to    trade    acceptance 
system,  31 
Cash  terms,  in  foreign  credit,  34, 

486 
Cashier's  cheek,  57 
C.  B.  D.  terms,  33 
Central  file,  in  bank,  103 
Certified  check,  56 
Chapin,  A.  F.,  24,  27,  217,  511 
Character,  as  a  credit  factor,  71 
Charge  accounts,  merits  and  de- 
fects, 421 

obtaining  and  opening,  425 

substitutes  for,  422 
Charge    customers,    authorizing 
purchases  by,  447 

identifying,  445 
Chattel  mortgage,  297,  472 
Cheek,  liability  of  bank,  56 
Claims,  credit  insurance,  notifi- 
cation, 406 

in  bankruptcy,  608 
Clean  up,  required  by  banks,  342 
Clearing   house    credit   bureaus. 

See  Credit  interchange. 
Cleveland  Clearing  House,  credit 
bureau,  244 
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Cleveland  Clearing  'House— Cont'd 
recommends     financial     state- 
ment, 270 
Cleveland    Retail    Credit    Men's 
Association,     suggested 
terms,  469 
Clippings,  as  source  of  credit  in- 
formation, 251 
Coates,  Francis,  Jr.,  244 
C.  0.  D.  terms,  33 
Coinsurance,  391 

in  credit  insurance,  405,  506 
Collateral,  relation  to  credit  risk, 

75 
Collateral  note,  form  (Pig.  1),  40 
Collection  agency,  544 
Collection  attorney,  546 
Collection  control,  statistics  for, 

116 
Collection  department,  512 
Collection  index,  197 
Collection  letters,  classes  of  ap- 
peals, 535 
features,  532 
forms,  530 
tone,  533 
Collection    methods,    adjustment 
bureaus,  622 
black  list,  549 
drafts,  488,  539 
mercantile  agency,  141,  157 
personal  collector,  542 
salesman,  223,  542 
statement,  528 
telegram,  538 
telephone,  541 
trade  associations,  202 
Collection  policy,  517 
Collection  problem,  511 
Collection  procedure,  518 
Collection  system,  519 
Collection  tickler,  521 
Collections,    classes    of    debtors, 
516 
foreign,  488,  508,  525 
importance,  513 
instalment,  475 
note  settlements  in,  543 
partial  pajnnents  in,  543 
relation  to  sales,  310,  313 
retail,  523 


under    credit    insurance,    401, 
406 
Commercial  credit,  14 
Commercial  credit  system,  22 
Commercial     Law     League     of 
America,  collection  rates, 
546 
Commercial  paper  borrowers,  356 
Commercial     paper     dealer,     as 
source  of  credit  informa- 
tion, 248 
contrasted   with   finance   com- 
pany, 353 
development,  353 
problems,  359 
service,  358 
technic,  354 
Commercial  paper  losses,  357 
Commercial  paper  market,  rela- 
tion to  growth  bank  credit 
department,  95 
Common  law  trust,  87 
Common-size  statements,  328 
Commons,  J.  R.,  10 
Comparative  statement,  analysis, 
330 
form   (Fig.  27),  307 
Compensating  balances,  required 

by  banks,  340 
Compensation,  assignee,  590 
equity  receiver,  594 
receiver  in  bankruptcy,  608 
referee,  604 

trustee  in  bankruptcy,  605 
Competitive  dating,  26 
Complaints,  in  retail  credit,  451 
Composition    settlements,    bank- 
ruptcy, 611 
common  law,  584 
Conditional    sale,    in   instalment 

credit,  472 
Conrad,  J.,  11 

Contingent  liabilities,  284,  299 
Contract,  558 

in  instalment  credit,  472 
Conveyances,  293 
Copyrights,  283,  296 
Corporation,  nature,  86 

right  to  do  business,  87 
Corporation  securities,  forms,  63 
rating,  325 
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Corporation  services,  as  source  of 

credit  information,  249 
Correspondents,    for    mercantile 

agencies,  127 
Cost,  credit  interchange,  195 
mercantile  agency,  142>i. 
retail     credit     bureaus,    435, 
442 
Coverage  limits  (Fig.  29),  402 
Cowperthwait  and  Sons,  453 
Credit,   bank,   relation   to   cash, 
335 
bases,  69 
classified,  14 
commercial  versus  investment, 

371 
definitions  of,  1,  6,  7,  8,  9 
essence,  2 
Federal  Reserve  System,  effect 

of,  on,  369 
finance    companies,    effect   of, 

on,  363 
foreign,    contrasted   with    do- 
mestic, 484 
service,  3 
three  C's  of,  69 
Credit,  208 

Credit  Association  of  the  Build- 
ing Trades  of  New  York, 
153 
Credit  Bureau  of  Greater  New 
York,  inquiry  ticket  (Fig. 
32),  435 
Credit  bureaus,  in  retail  credit, 

431 
Credit    card,    form     (Fig.    8), 

113 
Credit  checking,  by  Credit  Clear- 
ing House,  206,  208 
by  general  mercantile  agency, 

140 
by  trade  associations,  201 
theory,  208 
Credit     Clearing     House,     183, 

206 
Credit  department,  77 
bank,  development,  93 
operating  statistics,  104 
organization,  95 

chart   (Fig.  6),  94 
records,  98 


relation    to    other    depart- 
ments, 104 
work,  91 
foreign,  502 
instalment,  474 
mercantile,    development, 
107 
operating  statistics,  116 
organization.  111 
procedure,  114 
relation    to    other    depart- 
ments, 108 
records,  112 
retail,  relation  to  bookkeeping 
department,  451 
Credit  file,  bank,  contents,  98 
index,  101 
revision,  101 

form  (Fig.  7),  102 
mercantile,  contents,  112 
Credit   information,   sources   of, 

88 
Credit  instruments,  classified,  37 
negotiability,  50 
negotiation,  53 
presentment,  54 
use  in  exchange,  4 
Credit  insurance,   domestic,  398 
approved  risk  policies,  407 
classes  of  policies,  400 
coinsurance,  405 
collection  service,  545 
development,  399 
insolvency  under,  406 
loss  adjustment,  406 
normal  loss,  404 
premium,  405 
services,  408 
foreign,  development,  504 
methods,  505 
services,  508 
Credit  interchange,  bank,  238 
clearing  house  credit  bureau, 
244 

form  (Fig.  22),  245 
code  of  ethics,  243 
Credit  Clearing  House  system, 

206 
direct,  data  desired,  173 
methods,  166 
oral,  177 
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Credit  intercliange — Cont'd 

through   trade   groups,   167 
written,  form  (Fig.  15),  178 
rules,  179 
Dun  system,  146 
general    mercantile    agencies, 

147 
National  Credit  office,  210 
special     mercantile     agencies, 

156 
value,  164 
Credit  interchange  bureaus,  do- 
mestic   (N.A.C.M.),   cost, 
195 
development,  183 
inquiry    tickets    (Figs.    16, 

17),  185,  187 
methods,  185 

relation     to     direct     inter- 
change, 196 
report,  analysis,  193 
contents,  188 
typical  (Fig.  18),  189 
foreign  (N.A.C.M.),  497 
clearance  report   (Fig.  33), 

498 
supplementary  report  (Fig. 
34),  500 
retail,  other  services,  441 
rating  books,   440 
special  reports,  437 
trade  clearance,  433 
trade  association,  extent,  198 
legal  problems,  203 
methods,  198 
other  work,  201 
reports,  200 
Credit  investigator,  bank,  96 
Credit  limits,  333 
bank,  344 

business  house,  347,  349,  350 
Credit  Clearing  House,  207 
National  Credit  Office,  211 
retail,  430 
Credit  man,  as  salesman,  216 
attitude   towards    credit   risk, 

76 
background,  80 
bank,  97 
development,  107 
education,  79 


oversight  of  collections,  512 
oversight    of    foreign    credits, 

502 
qualifications,   79 
relation  to  general  mercantile 

agency,  150 
use  as  collector,  512 
work,  78 
Credit  Manual  of  Commercial 

Laws,   254 
Credit  period,  factors  governing, 

23 
Credit  policy,  factors  governing, 

75 
Credit  practice,  bank  versus  mer- 
cantile, 76,  333 
Credit  problem,  analyzed,  67 
Credit  risk,  analysis  of,  67,  82 
factors  in,  69 
policy  of  house  on,  75 
Credit  service  organizations,  as 
sources  of  foreign  credit 
information,  496 
Credit    standards,    bank    versus 

mercantile,  78 
Credit  system,  described,  22 
development,    9,   19,    93,   107, 

121 
relation    to    economic  ,  system, 

12,  21 
results,  11 
Current  assets,  282 
Current  liabilities,  283 
relation  to  cash,  312 
relation  to  net  worth,  317 
Current  ratio,  310,  311 
Customers'  ledger,  114,  520 


Daily  Credit  Bulletin,  160 

Dating,  25 

Debt,  relation  to  net  worth,  317, 
344 

Debtor,  examination  of,  in  bank- 
ruptcy, 613 

Debtors,  classes  of,  516 

Decedent,  in  retail  credit,  445 

Decker,  Alfred,  and  Cohn,  ten 
payment  plan,  472 

Deferred  assets,  283,  296 

Deferred  liabilities,  284 
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Del  credere,  in  foreign  credit,  486 
Delinquent  accounts,  sale  of,  549 
Denver     Credit    Bureau,     trade 

groups  of,  436 
Deposit  Account  plan,  423 
Deposits,  bank,  relation  to  loans, 
334 
relation  to  stockholders'  in- 
vestment, 324 
in  financial  statement,  291 
Dewing,  A.  S.,  581 
Directories,  as  sources  of  credit 

information,  254 
Dischargeable    debts,    in    bank- 
ruptcy, 611 
Discount.  See  Cash  discount. 
Discount  of  receivables,  361 
Dividends,  in  bankruptcy,  609 
Downtown  Textile  Credit  Group, 
Inc.,    financial    statement 
form  (Fig.  25),  272 
obtain  financial  statements,  262 
Draft,  42 
bank,  57 
collection,  43,  539 

form  (Fig.  35),  548 
Federal  reserve   exchange,  57 
Federal  reserve  transfer,  57 
use  in  foreign  credit,  487 
Dun,  R.  Q.,  and  Company,  col- 
lection service,  141 
foreign  service,  494 
history,  122 

key  to  ratings  (Fig.  11),  132 
rating  book,  130 
ratings,  credit  insurance  cover- 
age under  (Fig.  29),  402 
special  reports,  136 
structure,  126 
trade  experience  inquiry  form 

(Fig.  13),  145 
traveling  reporter  form  (Fig. 

9),  128 
value  of  report  service,  141 
Duning,  E.  W.,  322 
Dunning.  See  Collection. 
Dun's  International  Beview,  141 
Dun's  Beview,  141 
Duplicate  invoice  system,  521 
Dynamic  ratios,  323 


Edge  Act,  489 

Edwards,  G.  W.,  19 

Electric  telephone  system,  in  au- 
thorizing charge  pur- 
chases, 447 

Electrical  Credit  Association, 
202n. 

E.  0.  M.  terms,  34 

Equipment,  292 

Equity,  receivership,  591 
conduct,  593 

Estate  ownership,  87 

Executors,  87 

Exemptions,  302 

Extensions,  582 

Extra  dating,  26 

Factor,  366 

Factorage  agreement,  368 
Factors  influencing  terms,  23 
Failures,  business,  causes,  579 

statistics,  580 
False  financial  statements,  Fed- 
eral statute,  275 
New  York  statute,  277 
State  legislation,  277 
Federal  Reserve  Act,  on  banker's 
acceptance,  382 
on  foreign  credit,  489 
Federal  Reserve  Bank  of  New 
York,  financial  statement 
form   (Fig.  23),  266 
Federal  reserve  banks,  classes  of 
credit  operations,  369 
devise  financial  statements,  271 
volume   of   credit   operations, 
370 
Federal  Reserve  Board,  advocates 
trade  acceptance,  30 
defines,  banker's  acceptance,  44 
draft,  42 

promissory  note,  39 
trade  acceptance,  43 
devises  financial  statement,  271 
policy  on  financial  statements, 

376 
present  requirements  on  finan- 
cial statements,  378 
Regulation  A,  375,  385 
Regulation  B,  385 
Federal  Beserve  Bulletin,  252 
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Federal  Eeserve    System,   effect 
on  credit,  369 
relation  to  growth  bank  credit 
department,  95 
Finance  company,  advances,  362 
charges,  362 
contrasted     with     commercial 

paper  dealer,  353 
development,  361 

in  instalment  finance,  477 
effect  on  credits,  363 
procedure    in    instalment    fi- 
nance, 478 
relation  to  instalment  finance, 

454 
service,  364 
Finance    paper,    excluded    from 
Federal     reserve     banks, 
374 
Financial  publications,  as  source 
of  credit  information,  250 
Financial  standards,  364 
Financial  statement,  advantages, 
259 
analysis  methods,  281 

for  Federal  reserve  eligibil- 
ity, 375 
analysis,  96 
audited,  264 
classes  of  items,  282 
comparative  form,  306 

(Fig.  27),  307 
consolidated,  259 
dates,  263 

Federal  Eeserve  Board,  policy 
on,  376 
present  requirements,  378 
forms,  268 

bank,  analyzed,  273 
reproduced    (Figs.    23,    24, 
25),  266,  270,  272 
in  mercantile  agency  reports, 

144 
laws  requiring  publication,  26]. 
obtaining,  260 
preparation,  264 
ratio  analysis,  308 
relation  to  growth  bank  credit 

department,  93 
use  in  foreign  credit,  492 
Fire  insurance,  388 


Fixed  assets,  283 

relation  to  net  worth,  318 

relation  to  sales,  319 
Fixed  liabilities,  284 
Fixel,  A.  E.,  279 
Flat  insurance,  391 
Follow  up  of  collection  letters, 

522 
Foreign  collections,  525 
Foreign  credit,   contrasted  with 
domestic,  484,  502 

development,  483 

insurance.    See    Credit   insur- 
ance, foreign. 

sources  of  information,  490 

terms  of  sale,  486 

work,  502 
Form  letters,   use  by  banks  in 
inquiries,  239 

use  in  collections,  531 
Fraud,  classes,  632 

prevention,  630 
Fur   Dressers'   and   Fur   Dyers' 

Association,  Inc.,  204 
Furniture  and  fixtures,  293 


Garnishment,  568 

Good  will,  283,  296 

Graphic  Arts   Board  of   Trade, 

153,  158 
Guaranteed  attorneys  lists,  224 
Guaranty      bank,      in     foreign 
credit,  486 
forms,  412 

(Fig.  30),  412 
nature,  410 
Guaranty    Securities    Company, 
477 


Hallman,  J.  "W.,  114 

Harvard    University    Committee 

on     Economic     Research, 

252 
Hawtrey,  R.  G.,  4 
Henking,  C.  C,  197 
Hermes   Credit  Insurance  Bank 

Company,  505 
House  policy,  on  credit  risk,  75 
Howell,  M.  H.,  300 
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Huntington  index,  197 
Hypothecation    of     receivables, 
361 


Identification  of  customer,  in  re- 
tail credit,  445 
Importers   Guide,   as   source   of 
foreign    credit    informa- 
tion, 502 
Income,  net,  computation,  302 
relation  to  fixed  charges,  322 
relation   to   instalment  credit, 
475 
Indirect  dating,  26 
Indorsement,  54 
Infants,  contracts  with,  in  retail 

credit,  445 
Information,  sources  of,  88 
Insolvency,  causes,  579 

definition,  for  credit  insurance 
policy,  406 
for  foreign  credit  insurance 
policy,  507 
meaning,  577 

under  Bankruptcy  Act,  600 
Instalment  credit,  articles  appli- 
cable to,  463 
contract,  472 
cost,  476 
credit  work,  474 
economic  phase,  457 
financing,  477 
loss  experience,  476 
rise,  453 

social  phase,  461 
some  conclusions,  462 
terms,  principles,  465 

practice,  468 
volume,  455 
Insurance,  coinsurance,  392 
compensation,  397 
credit,  405 
fire,  388 
life,  395 

property,  other  classes  of,  393 
publicliability,  397 
relation  to  credit,  387 
Intangible  assets,  283,  296 
Interchange  bureaus.  See  Credit 
interchange  bureaus. 


Interest,  collection  on  past  due 

accounts,  32,  549 
Interpretation  index,  326 

illustrated,  328 
Inventory.  See  Merchandise. 
Investigator,  credit,  170 
Investment  credit,  14 
Investments,  295 
Invoice,  as  collection  instrument, 
528 
duplicate,  521 
Iron  and  Steel  Board  of  Trade, 
153,  157 


Joint  stock  company,  87 
Judgment,  555 

Judgment  note,  form   (Fig,  2), 
42 


Kinley,  D.,  10 


La  Hacienda,  as  source  of  for- 
eign credit  information, 
502 

Law,  relation  to  credit,  3,  6,  10 

Lease,  in  instalment  credit,  472 

Leasehold,  294 

Ledger  information.  See  Credit 
interchange. 

Letter  of  credit,  commercial,  de- 
scribed, 44 
form  (Fig.  4),  45 
use,  in  foreign  trade,  486 
travelers',  60 

Levasseur,  B.,  3 

Liberty  bonds,  as  current  assets, 
295 

Lien,  unpaid  seller's,  560 

Life  insurance,  395 

Lincoln,  E.  E.,  lln,  341 

Line  of  credit,  bank,  344 
clean  and  secured,  345 

Liquidity,  15,  282,  371 

Literary  Digest,  survey  of  retail 
credit,  418 

Loans,  bank,  relation  to  deposits, 
334 
to  one  interest,  338 
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London  Guarantee  and  Accident 

Co.  (Ltd.),  399 
Loss,    bad    debt,    in    instalment 

credit,  477 
normal,    in    credit    insurance, 

404 
Louisville  survey  of  retail  credit, 

418 
Lumbermen's  Credit  Association, 

158 
Lyon  Furniture  Mercantile 

Agency,  153,  158 
key  to  Red  Book    (Fig.  14), 

154 


Machinery,  292 
Macleod,  H.  D.,  6 
Macy,  R.  H.,  and  Company,  De- 
posit Account  plan,  423 
Mails,  use  to  defraud,  275 
Mansfield,  Lord,  51 
Manufacturing    Jewelers    Board 

of  Trade,  157 
Marital  difficulties,  in  retail 

credit,  443 
Marshall,  John,  86 
Massachusetts  trust,  87 
Maturity  list  system,  521 
McAdow,  F.  H.,  135 
Mercantile  agencies,  classes,  124 
collection  service,  545 
development,  121 
foreign  service,  494 
general,  cost,  142 
other  services,  140 
rating  books,  130 
special  reports,  136 
structure,  126 

value    of     report     service, 
141 
legal  status,  124 
retail,  431 

special,  other  services,  156 
rating  books,  153 
similarity  to  trade  associa- 
tion credit  work,  201 
special  reports,  156 
value  of  service,  160 
work,  152 
Mercantile  credit,  17 


compared  with  bank,  76 

department,  107 
Merchandise,  282,  287 

relation  to  receivables,  316 

relation  to  sales,  310,  315 
Mill,  J.  S.,  4 
Millinery  Jobbers  Association 

Credit  Bureau,  201 
Money,  4 

relation  to  credit,  4 
Money  order,  61 
Moody,   J.,   corporation   service, 

249 
Morris,  J.  L.,  300 
Morris  Plan,  479 
Mortgage,  297 

chattel,  297,  472 
Moulton,  H.  G.,  15 
Munn,  G.  G.,  71,  73,  74 


National   Association   of   Credit 

Men,  adjustment  bureaus, 

545,  620 

advocates  trade  acceptance,  30 

Business  Service  Department, 

628 
Committee  on  Credit  Depart- 
ment Methods,  on  written 
interchange,  179 
Department   of   Credit   Inter- 
change   Bureau    Service, 
184 
False  statement  legislation,  275 
Fire  Insurance  and  Prevention 

Committee,  390 
Foreign     Credit     Interchange 

Bureau,  497 
forms,  direct  interchange  (Fig. 
15),  178 
financial  statement  (Fig.  24), 

270 
foreign  clearance  report 

(Fig.  33),  498 
foreign    supplementary    re- 
port (Fig.  34),  570 
guaranty  (Fig.  30),  412 
insurance    statement     (Fig. 

28),  388 
interchange    system     (Figs. 
16,  17,  18),  185,  187,  189 
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operating    statement     (Fig. 
26),  303 
Fraud  Prevention  Department, 

620,  630 
interchange  system,  283 
rules    for    direct    interchange, 

179 
sponsors  National  Institute  of 

Credit,  80 
Trade  Division,  168 
National  Association  of  Finance 

Companies,  468 
National   Association   of   Manu- 
facturers, 198,  496 
National  Association  of  Mercan- 
tile Agencies,  432 
National  Automobile  Chamber  of 

Commerce,  457,  466 
National    City    Bank    of    New 
York,  Personal  Loan  De- 
partment, 480 
National    Credit    Office,    annual 
ratio  studies,  325 
classification  of  credit,  210 
commercial  paper  service,  357 
debt  ratios  in  1926,  345 
divisions,  159,  183 
foreign  service,  496 
obtains  financial  statements, 
262 
National  Institute  of  Credit,  79 
National  Jewelers  Board  of 

Trade,  153,  157 
National  Eetail  Credit  Associa- 
tion, adjustment  bureaus, 
545 
Credit  Service  Division,  432 
growth,  432 

opposes  opinions  in  special  re- 
ports, 438 
requests  National  Retail  Credit 
Survey,  418 
National   Retail   Credit   Survey, 

418,457,469,377,478 
National   Surety   Company,  399 
Natural  business  year,  263 
Negotiable  instruments,  50 
conditions  of  negotiability,  52 
negotiation,  53 
Negotiable  Instruments  Law,  52 


Net  profit,  303 
relation  to  net  worth,  320 
relation  to  sales,  321 
Net  terms,  22 
Net  worth,  284,  298 
relation  to  debt,  317 
relation  to  net  profit,  320 
relation  to  net  sales,  320 
relation  to  plant,  318 
New  York  Credit  Men's  Adjust- 
ment Bureau,  Inc.,  627 
New  York  Credit  Men's  Associa- 
tion,   Trade    Group    De- 
partment, 169 
New  York  Credit  Exchange,  160 
New  York  State,  statute  on  false 

financial  statements,  277 
New  York  State  Bankers  Asso- 
ciation, 269 
New   York    State   Banking   De- 
partment,   credit   bureau, 
248 
New  York  Stock  Exchange,  en- 
courages publicity  of  cor- 
porate affairs,  262 
interchange  of  data  by  mem- 
bers, 183 
listing  statements,  249 
Note    broker.    See    Commercial 

paper   dealer. 
Note    settlement,    in   collections, 

543 
Notes,  payable,  283,  289 
receivable,  282,  285,  287 
relation  to  merchandise,  316 
Nystrom,  P.  H.,  417,  524 


Ocean  Accident  and   G-uarantee 

Corp.  (Ltd.),  399 
Offlcers'  salaries,  304,  322 
Olson,  E.  E.,  114 
One  hundred  per  cent  statement, 

328 
Open  account,  analyzed,  38 

growth,  21 
Open   market.    See    Commercial 

paper. 
Open  market  operations,  Federal 

reserve  banks,  369 
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Operating  profit,  relation  to  total 
capital  employed,  320 
relation  to  total  capital  invest- 
ment, 320 
relation  to  net  tangible  assets, 
320 
Operating  ratio,  321 
Operating  statement   (Fig.  26), 
303 


Packer  Produce  Mercantile 
Agency,  159 

Partnership,  85 

Past  relations,  as  source  of  credit 
informaiton,  258 

Patents,  283,  296 

Periodicals,  as  source  of  credit 
information,  250 

Personal  collector,  542 

Personal  interview,  426 

Personal  loan  departments  of 
banks,  480 

Philadelphia  Commercial  Mu- 
seum, as  source  of  foreign 
credit  information,  496 

Phillips,  C.  A.,  325 

Physical  units,  use  in  statement 
analysis,  325 

Plant,  292 

relation  to  net  worth,  318 
relation  to  sales,  319 

Plant  visit,  256 

Plummer,  W.  C,  459«. 

Pneumatic  tube  system,  in  au- 
thorizing charge  pur- 
chases, 447 

Poor,  corporation  service,  249 

Post,  W.,  69 

Power  of  attorney,  form  (Fig. 
37),  607 

Premium,    in    credit    insurance, 
405 
in    foreign    credit    insurance, 
506 

Presentment,  54 

Profit.  See  Net  profit,  operating 
profit. 

Profit   and  loss   statement,   259, 
302 
form  (Fig.  26),  303 


Promissory  note,  analyzed,  39 
forms,  41 
in  collections,  543 

Proof  of  claim,  filing  in  bank- 
ruptcy, 608 

Proof  of  debt,  form  (Fig.  36), 
606 

Prosecution  fund,  630 

Protest,  55 

Proudfoot's  Commercial  Agency, 
160 

Proximo  terms,  34 

Prudden,  R.  F.,  95w. 

Publications,  business,  as  source 
of      credit      information, 
141,  250 
financial,  as  source  of  credit  in- 
formation, 250 

Publishing  companies,  as  source 
of  foreign  credit  informa- 
tion, 502 


Qualified  indorsement,  54 


Rating  books,  corporation,  249 
general  mercantile  agency,  130, 

133 
retail,  440 

special  mercantile  agency,  153 
Ratings,  credit  insurance  cover- 
age under  (Fig.  29),  402 
foreign  credit  insurance,  508 
use  in  setting  credit  limits,  347 
Ratio  analysis,  308,  322 
Real  estate,  292 

Receivables.    See    Accounts    re- 
ceivable, notes  receivable. 
Receiver,  in  bankruptcy,  605 

in  equity,  591 
Red  books,  154 

Rediscount,   by   Federal   reserve 
banks,  paper  eligible  for, 
371,  374 
paper  excluded,  373 
procedure,  375 
Referee,  in  bankruptcy,  603 
References,  how  obtained,  165 
Refinancing  acceptance,  in  for- 
eign credit,  488 
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Reminders,  formal,  in  collections, 

530 
Eeplevin,  564 

Reporters,  credit,  attorneys,  225 
banks,  230 

for  mercantile  agencies,  127 
salesmen,  216 
Resale,  right  of,  563 
Rescission,  563 
Reserves,  284,  299 
Restrictive  indorsement,  54 
Retail  credit,   appKcation    (Fig. 
31),  427 
basis,  423 
cash  versus  credit  sales,  factors 

in,  420 
importance,  415 
intercharge  bureaus,  433 
form  (Fig.  32),  435 
model  report,  439 
sources  of  information,  431 
substitutes  for,  422 
use,  416 
Returns,  551 

Robert  Morris  Associates,  Code 
of  Ethics,  243 
comparative    statement    form 

(Fig.  27),  307 
ratio  studies,  322,  326 
relation  to  growth  bank  credit 
department,  95 
R.  0.  G.  Terms,  35 
Rubber  stamp,  in  collections,  529 


Sales,  Bulk  Sales  Law,  570 
department  and  credit  depart- 
ment, 109 
relation   to   merchandise,   310, 

315 
relation  to  net  profit,  321 
relation  to  net  worth,  320 
relation  to  plant,  319 
relation  to  receivables,  313 
use  in  setting  credit  limits,  348 

Salesman,  and  credit  man,  213 
as  collector,  223,  542 
as  credit  reporter,  216 
letter  in  collections,  537 
report   forms    (Fig.   19,   20), 
217,  220 


traveling,  in  foreign  credit,  493 

use,  221 
Savings     banks,     club     savings 

plans,  480 
S.D.  B.L.  terms,  34 
Schwulst,  E.  B.,  84 
Season  dating,  25 
Seligman,  E.  R.  A.,  3,  456 
Selling  expense,  303 
Shoe    and    Leather    Mercantile 

Agency,  153,  158 
Short  term  note,  65,  297 
Sight  draft,  43,  539 
Singer    Sewing    Machine    Com- 
pany, 453 
Slow  payments,  reasons  for,  514 
Sole  proprietorship,  84 
Special  indorsement,  54 
Special  terms,  33 
Standard     Statistics     Company, 

249,  252 
Statements,  financial.  See  Finan- 
cial statements. 

in  collections,  528 
Static  ratios,  323 
Stock,  share  of,  63 
Stockder,  A.  H.,  87 
Stockholder,  liability  of,  298 
Stoppage  in  transit,  561 
Suit,  555 

Supplementary  proceedings,  557 
Surplus,  298 

reconcilement  of,  299 

relation  to  net  worth,  317 


Telautograph,  in  authorizing 
charge  purchases,  448 
Telegram,  in  collections,  538 
Telephone,  in  collections,  541 
Ten-payment  plan,  men's  cloth- 
ing, 472 
Terms  of  sale,  22 
in  foreign  credit,  485,  486 
in  instalment  credit,  465,  468 
trade  association  standardiza- 
tion, 23,  205 
Three  C's  of  credit,  69 
Time,  relation  to  credit,  4 
Title,  passage  of,  559 
Tools,  293 
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Trade  abuses,  551 
Trade   acceptance.    See   Accept- 
ance, trade. 
Trade  association,  as  source  of 
credit  information,  253 
collection  service,  545 
credit  intercharge  bureaus,  198 
terms  standardization,  23,  205 
Trade  discount,  27 
Trade  group,  168 

in  retail  credit,  436 
Trade  Indemnity  Co.  (Ltd.),  505 
Trade   information.    See    Credit 

interchange. 
Ttade  marks,  283,  296 
Travelers'  check,  60 
Travelers'  letter  of  credit,  60 
Traveling   credit   representative, 

177 
Traveling  reporter,  form  used  by 

(Mg.  9),  128 
Treasurer,   letter   in   collections, 
537 
relation  to  credit  man,  109 
Treasury  stock,  296 
Tregoe,  J.  H.,  523 
Truesdale,  J.  R.,  438 
Trust  receipt,  61 
Trustee,  in  bankruptcy,  604 
Turnover  proceedings,  in  bank- 
ruptcy, 614 
Typo  Mercantile  Agency,  158 


Unissued  stock,  296 

United    States    Department    of 


Commerce,  advocates  sim- 
plified practice,  289». 

foreign  credit  information,  502, 
526 

National  Retail  Credit  Survey, 
418,  457 

publications,  252 
Unpaid  seller's  lien,  560 
Uptown  Credit  Group  of  the  Tex- 
tile    Ibdustry,     financial 
statement     form      (Fig. 
25),  292 

obtain  financial  statements,  262 
U.  S.  Fidelity  and  Guaranty  Co., 
attorney  report   blank 
(Fig.  21),  226 

collection  draft  form  (Fig.  35), 
548 

Valuation  analysis,  of  financial 
statement,  281 

WaU,  A.,  322,  326 

Warehouse  receipt,  61 

Wealth,  relation  to  credit,  4 

Where-got,     where-gone      state- 
ments, 328 

Whyte,  J.,  523 

WUIis,  H.  P.,  4,  19,  377,  378 

Woods   Dry   Goods   Commercial 
Agency,  159 

World's  Markets,  The,  141 

Working  capital,  283 
use  in  setting  credit  limits,  347 

Worth.  See  Net  worth. 
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